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FOREWORD 

This  Small  Business  study,  Planning  for  Continuity  of  Small  Busi- 
ness Firms  in  Alabama,  has  been  conducted  and  prepared  under  the 
direction  of  Dr.  Paul  W.  Paustian,  Project  Director  for  the  University 
of  Alabama. 

The  research  was  financed  by  a  grant  made  by  the  Small  Business 
Administration,  United  States  Government,  under  the  authority  of  Public 
Law  699  (85th  Congress). 

Only  a  limited  number  of  copies  of  this  report  have  been  printed. 
It  is  available  for  reference  in  any  of  the  Small  Business  Administration 
offices  throughout  the  United  States  or  at  many  references  libraries. 
Copies  of  the  report  also  may  be  purchased  for  $1.00  directly  from  the 
Bureau  of  Business  Research,  P.  O.  Box  KK,  University  of  Alabama, 
University,  Alabama. 

Summaries  of  this  study  have  been  printed  and  are  available  in 
reasonable  quantities.  These  summaries  may  be  secured  from  SBA  field 
offices  or  from  the  Small  Business  Administration,  Washington  25,  D.  C. 

The  Small  Business  Administration  assumes  no  responsibility  for 
the  accuracy  of  the  data  contained  herein,  nor  does  it  necessarily  endorse 
any  opinions,  conclusions  or  recommendations  which  may  be  a  part  of 
this  report. 
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Administrator 
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INTRODUCTION 

The  problems  of  organizing  and  operating  a  small  business  have 
become  increasingly  complex  in  recent  years.  Had  there  been  no  changes 
in  our  laws  other  than  those  in  the  field  of  federal  taxation,  these  alone 
would  have  been  sufficient  to  increase  significantly  the  need  for  planning 
of  such  things  as  the  choice  of  a  form  of  business  organization,  an  appro- 
priate capital  structure,  the  distribution  of  the  powers  of  management, 
and  the  continuity  of  the  business  itself.  The  mere  existence  of  the  ex- 
tremely high  tax  rate  on  the  individual's  ordinary  income  would,  as  a 
matter  of  course,  have  brought  about  more  planning  of  business  affairs  in 
an  attempt  to  minimize  adverse  tax  consequences.  It  so  happens,  however, 
that  there  have  been  major  changes  in  other  sectors  of  the  legal  frame- 
work as  well.  Alabama,  as  an  example  of  what  has  been  happening  in 
most  of  the  states  in  the  country,  has  recently  enacted  comprehensive 
statutes  affecting  two  principal  aspects  of  business  activity.  The  1959  state 
legislature  passed  and  the  Governor  signed  into  law  both  the  Alabama 
Business  Corporation  Act  and  the  Alabama  Securities  Act.  The  new 
corporation  law  has  brought  certainty  to  some  areas  where  there  was  no 
statutory  authority  and  where  case  law  was  either  scarce  or  altogether 
lacking.  In  other  situations  it  has  made  possible  certain  things  which 
heretofore  could  not  have  been  accomplished  in  terms  of  planning.  The 
securities  act  provides  a  broad  scheme  for  the  regulation  and  control  of 
activities  connected  with  the  sale  of  corporate  securities.  A  full  considera- 
tion of  the  effects  of  both  these  statutes  is  necessary  if  business  decisions 
are  to  be  made  wisely.  A  committee  of  the  Alabama  bar  is  considering  the 
need  for  recommending  to  the  legislature  amendments  to  the  state's 
laws  relating  to  partnerships. 

Furthermore,  the  judicial  branch  of  our  legal  system  has  been  active 
in  the  development  of  new  attitudes  toward  the  functioning  of  the  busi- 
ness community.  Many  historical  prejudices  of  the  courts,  views  which 
were  clearly  obstacles  in  the  way  of  planning  to  meet  economic  realities, 
have  slowly  but  certainly  faded  away.  As  this  freedom  of  choice  afforded 
the  businessman  has  expanded,  indifference  to  the  potential  benefits  of 
careful  planning  has  become  more  and  more  a  luxury  which  the  owners 
of  even  the  smallest  business  enterprise  cannot  afford. 

Add  to  this  the  ever  increasing  pressure  on  most  small  businesses  to 
grow  if  they  hope  to  survive  and  the  pressures  of  expanding  local  or 
regional  markets,  and  adequate  planning  becomes  an  obvious  necessity. 

The  present  study  is  an  attempt  to  present  in  non-technical  form 
some  of  the  basic  factors  that  should  be  considered  by  owners  of  a  small 
business  in  Alabama  or  those  who  anticipate  launching  a  small  business 
venture  in  this  state.  Attention  is  focused  on  all  stages  of  business  opera- 
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tion,  from  the  formation  of  a  small  business  through  its  termination.  The 
important  field  of  estate  planning  for  the  individual  is  not  within  the 
scope  of  the  study.  The  study  is  primarily  concerned  with  legal  matters 
as  they  apply  in  a  particular  jurisdiction— the  state  of  Alabama— in  the 
light  of  its  most  recent  statutory  and  judicial  developments.  It  is  not  in 
any  way  intended  as  a  substitute  for  adequate  legal  or  accounting  advice, 
but  it  is  intended  to  identify  a  number  of  problems  which  commonly  arise 
in  connection  with  small  businesses.  Although  the  study  itself  has  not 
been  essentially  an  empirical  investigation,  interviews  with  attorneys  who 
practice  law  in  various  parts  of  Alabama  provided  helpful  and  interest- 
ing insights  into  certain  phases  of  the  project.  The  principal  research 
sources  were  reported  cases  and  statutes  from  Alabama  and  other  jurisdic- 
tions. During  the  time  the  study  was  made,  the  author  was  teaching  the 
courses  in  agency  partnerships  and  corporations  in  the  Law  School  of 
the  University  of  Alabama. 

A  sample  partnership  agreement  and  a  corporate  charter  have  been 
included  in  an  appendix.  They  have  been  drafted  in  a  way  that  serves  to 
illustrate  how  a  number  of  the  planning  problems  discussed  in  the  study 
can  be  handled. 


Chapter  I 

PLANNING  THE  FORMATION  OF  A  SMALL 

BUSINESS:  THE  FORMS  OF  BUSINESS 

ORGANIZATION 

THE  PROPRIETORSHIP 

The  single  proprietorship  is  the  simplest  form  of  business  organiza- 
tion in  our  legal  system.  Ail  an  individual  need  do  is  decide  that  he 
wants  to  go  into  business  for  himself,  and  he  is  in  business.  He  may  use 
whatever  capital  he  has  or  can  borrow,  employ  as  many  other  persons  as 
he  chooses,  and  run  the  business  in  whatever  way  suits  him.  The  profits 
of  the  business  are  his  and  so  are  the  losses.  There  are  no  legal  formalities 
required  for  the  formation  of  a  proprietorship,  although  it  may  be  that  a 
license  is  necessary  for  the  carrying  on  of  the  particular  business.  If  a 
license  is  required,  it  can  be  obtained  by  the  individual  in  his  own  name 
or  in  a  trade  name.  In  Alabama  occupation  licenses  are  required  for 
virtually  every  type  of  business,  so  this  should  not  be  overlooked. 

There  are  certain  characteristics  of  a  proprietorship  which  result 
from  the  fact  that  the  law  does  not  recognize  the  business  as  an  entity 
separate  and  apart  from  its  owner.  First,  and  in  many  cases  most 
important  to  the  owner,  is  his  unlimited  personal  liability  for  any  and 
all  obligations  of  the  business.  The  liability  for  business  obligations  is 
not  limited  to  the  amount  of  capital  which  the  owner  has  put  into  the 
business,  but  extends  to  all  his  personal  assets.  It  may  be  possible  to 
induce  contracting  creditors  to  limit  their  claims  to  assets  of  the  business, 
but  in  most  instances  this  is  simply  a  theoretical  possibility  and  not  a 
practical  method  of  doing  business.  On  the  other  hand,  while  it  is  not 
possible  to  limit  tort  liability  of  a  proprietor  contractually,  it  may  be 
quite  easy  to  cover  such  risks  through  the  use  of  insurance. 

Second,  the  proprietorship  is  not  a  taxable  entity.  If  the  business 
makes  a  profit,  it  is  included  as  part  of  the  owner's  income,  and  will  be 
taxed  at  ordinary  income  rates,  whether  it  is  retained  in  the  business  or 
withdrawn.  Similarly,  any  loss  incurred  by  the  business  will  be  attributed 
for  tax  purposes  to  the  proprietor,  and  can  be  set  off  against  ordinary 
income  from  other  sources.  Any  expenses  which  are  attributable  to  the 
business  are  deductible  from  the  proprietor's  gross  income. 

For  most  practical  purposes,  the  identity  of  the  owner  and  the 
identity  of  the  proprietorship  are  the  same.  By  virtue  of  this  he  is  in  a 
position  to  make  his  own  decisions  and  take  whatever  action  he  believes 
appropriate  without  delay  and  without  any  of  the  formalities  that  may 


be  required  of  other  forms  of  business  organization,  especially  the  corp- 
oration. There  are  ways  in  which  this  freedom  of  action  may  be  restricted 
even  for  the  owner,  however.  In  many  instances  the  owner's  banker  or 
another  creditor  may  be  a  more  effective  check  on  his  business  decisions 
than  a  partner  or  a  board  of  directors  might  be.  In  other  situations,  a 
certain  employee  may  occupy  such  a  place  in  the  firm  that  for  practical 
purposes  the  owner  is  not  free  to  disregard  his  opinions  in  making  de- 
cisions affecting  the  operation  of  the  business. 

No  person,  other  than  the  owner,  can  act  in  the  name  of  the  business 
except  as  an  agent  of  the  owner.  This  may  have  its  advantages  for  the 
proprietor  who  wants  to  keep  a  tight  rein  on  all  the  activities  of  the 
business,  but  it  may  present  problems  as  a  business  increases  in  size  and 
complexity  and  spreads  geographically.  By  its  very  nature  a  sole  proprietor- 
ship ceases  to  exist  with  the  death  of  its  owner,  and  the  assets  which  have 
been  used  in  the  business  become  part  of  the  deceased  owner's  estate. 
During  his  lifetime  the  owner  may  sell  all  the  assets  of  the  business, 
including  good  will,  to  another  individual  who  intends  to  carry  on  the 
business,  but  it  will  be  a  different  proprietorship. 

THE  PARTNERSHIP 

In  non-legal  usage  the  terms  partner  and  partnership  normally 
suggest  a  relationship  that  is  personal  in  nature,  and  the  legal  character- 
istics of  a  partnership  are  probably  best  understood  with  this  connotation 
in  mind.  A  partnership  is  usually  defined  as  an  association  of  two  or 
more  persons  to  carry  on  as  co-owners  a  business  for  profit.  There  is  no 
necessity  that  persons  who  wish  to  form  a  partnership  have  a  written 
agreement  or  contract.  An  oral  arrangement  or  even  a  tacit  understand- 
ing that  they  will  do  those  things  which  are  typically  done  by  persons 
as  partners  will  be  sufficient  to  constitute  their  business  association  a 
partnership.  Once  a  partnership  has  been  formed,  every  partner  is 
considered  to  be  an  agent  for  the  partnership  in  the  transaction  of  partner- 
ship business,  with  authority  to  bind  his  partners  by  any  act  within  the 
ordinary  range  of  partnership  business,  and  at  the  same  time  each  partner 
is  unlimitedly  liable  for  the  debts  of  the  partnership.  It  is  possible  for 
the  partners  to  agree  among  themselves  that  the  authority  of  certain 
partners  shall  not  extend  to  particular  activities,  or  that  the  liability 
of  certain  partners  shall  be  limited  to  predetermined  amounts,  but  agree- 
ments of  this  type  will  have  no  effect  on  individuals  dealing  with  the 
partnership  who  in  fact  have  no  notice  of  them. 

Unlimited  Personal  Liability 

It  is  this  feature  of  unlimited  liability  which  causes  the  greatest 
reluctance  on  the  part  of  businessmen  to  use  the  partnership  as  a  form  of 
business  organization.  Even  a  person  who  is  willing  to  risk  his  entire 
personal  assets  on  a  business  venture  by  operating  as  a  sole  proprietor 


may  be  unwilling  to  assume  the  risk  of  putting  in  the  hands  of  another 
the  authority  to  make  commitments  and  incur  obligations  that  will 
attach  to  virtually  all  his  worldly  possessions.  Lest  the  unlimited  liability 
for  partnership  debts  be  considered  too  great  an  obstacle,  it  should  be 
emphasized  that  this  applies  only  to  those  debts  that  are  incurred  in  the 
normal  scope  of  the  business.  This  limitation  does  not  protect  one  from 
his  partner's  poor  judgment  in  handling  business  affairs,  but  it  does  mean 
that  in  the  typical  case  insurance  may  be  available  to  cover  many  of 
the  remaining  risks  if  it  is  desired.  It  also  means  that  one  partner  has  no 
liability  of  any  kind  for  personal  obligations  of  another  partner  simply 
because  of  the  partnership.  However,  each  partner's  interest  in  the 
partnership,  i.e.,  his  share  of  profits  and  surplus,  is  his  personal  property, 
and  as  such  can  be  subjected  to  the  payment  of  his  individual  debts.  Any 
transfer  of  this  interest  to  an  outsider  will  dissolve  the  partnership. 
Because  of  this,  a  partner  who  has  personal  obligations  in  excess  of  his 
financial  resources,  excluding  his  interest  in  the  partnership,  may  in- 
directly cause  the  dissolution  of  the  business,  which,  in  turn,  may  cause 
the  remaining  partners  to  suffer  a  loss. 

In  addition  to  this  general  limitation  in  a  partner's  authority  there 
are  some  specific  statutory  limitations  which  exist  so  long  as  his  co- 
partners have  not  wholly  abandoned  the  business  to  him.  A  partner,  as 
such,  does  not  have  authority  to  (1)  make  an  assignment  of  partnership 
property  in  trust  for  the  benefit  of  creditors,  (2)  dispose  of  the  good  will 
of  the  business,  (3)  dispose  of  all  the  partnership  property  at  once,  unless 
it  consists  entirely  of  merchandise,  (4)  do  any  act  which  would  make  it 
impossible  to  carry  on  the  ordinary  business  of  the  partnership,  (5)  confess 
a  judgment,  or  (6)  submit  a  partnership  claim  to  arbitration.  In  accord 
with  this  same  policy  if  one  partner  commits  an  act  in  bad  faith  toward 
his  co-partner,  even  though  the  act  is  within  the  usual  scope  of  his 
authority,  the  co-partner  will  not  be  bound  except  in  favor  of  persons 
who  have  parted  with  value  in  good  faith  reliance  on  the  act. 

The  Exemption  Laws 

In  every  state  there  are  certain  provisions  either  in  the  state  consti- 
tution or  the  statutes  or  both  providing  that  certain  property  belonging 
to  a  debtor  shall  be  exempted  from  execution  to  satisfy  judgments  ob- 
tained against  the  debtor  by  his  creditors.  A  few  states  have  exemption 
laws  that  represent  a  fairly  realistic  concept  of  present  social  and  econ- 
omic needs,  even  though  they  may  not  be  ideal,  while  many  states  have 
provisions  which  are  completely  out  of  touch  with  the  twentieth  century. 
A  few  examples  will  indicate  why  the  exemption  laws  of  a  given  state 
may  influence  the  decision  of  a  person  who  contemplates  choosing  a 
form  of  business  organization  that  would  impose  unlimited  personal 
liability  on  him.  California  provides  for  a  homestead  exemption  of 
$1 2,500;  Alabama's  homestead  exemption  is  limited  in  value  to  $2,000, 
except  that  in  favor  of  a  surviving  wife  and  minor  children  the  amount 


of  the  exemption  is  increased  to  $6,000.  A  judgment  debtor  in  Alabama 
can  claim  an  exemption  for  personal  property  of  his  choice  in  the  amount 
of  $1,000,  his  own  and  his  family's  necessary  clothing,  a  cemetery  lot,  a 
church  pew,  and  family  books  and  pictures.  California  exempts  many 
specific  items  of  personal  property  ranging  from  four  hogs  and  their 
suckling  pigs  to  a  television  receiver,  but  more  important  has  an  open 
end  exemption  of  all  necessary  tools,  implements,  instruments,  profes- 
sional libraries,  office  furnishings  and  similar  items  actually  used  by  the 
owner  for  making  his  living.  Alabama's  exemptions,  meager  though  they 
are,  do  enjoy  both  constitutional  and  statutory  protection.  Both  the 
personal  property  and  homestead  exemptions,  however,  are  subject  to 
the  qualification  that  the  property  covered  shall  be  exempt  from  sale 
or  execution  or  other  process  of  court  issued  for  the  collection  of  "any 
debt  contracted."  The  courts  have  interpreted  this  to  mean  that  the 
exemption  does  not  extend  to  tort  claims.  Such  a  limitation  seems  to  be 
in  conflict  with  the  basic  policy  underlying  exemption  laws,  but  it  is 
none  the  less  a  well  established  rule  in  Alabama  law.  This  would  have 
importance  for  the  business  venture  in  which  tort  liability  represented 
the  principal  risk.  There  is  a  further  limitation  on  the  economic  value 
to  the  intended  beneficiary  of  Alabama's  exemption  laws  in  the  statutory 
provision  allowing  waiver  of  the  personal  property  and  homestead  exemp- 
tions. As  a  matter  of  practice,  contract  creditors,  especially  those  who 
are  in  the  business  of  extending  credit,  normally  require  a  waiver  of 
these  rights  as  a  condition  of  credit.  Again  the  exception  is  at  odds  with 
the  essential  purpose  of  establishing  the  exemptions  in  the  first  place, 
but  the  statutory  framework  undoubtedly  reflects  the  fact  that  the 
creditor  class  is  represented  by  a  more  effective  pressure  group  than  the 
debtors  are.  It  has  also  been  held  that  neither  a  partnership  nor  the 
partners  can  assert  individual  exemptions  in  partnership  property  which 
has  been  levied  on  for  partnership  debts  while  the  partnership  continues. 

Insurance  enjoys  a  favored  position  under  the  Alabama  exemption 
laws.  All  the  "proceeds  and  avails"  of  any  life  insurance  policy  on  the 
life  of  a  businessman  for  the  benefit  of  his  family  will  be  exempt  from 
any  liability  for  his  debts,  his  torts,  or  any  penalty  or  damage  recoverable 
against  him.  "Proceeds  and  avails"  includes  any  cash  value  the  policy 
may  have,  and  the  exemption  is  not  affected  by  a  reservation  of  the  right 
to  change  the  beneficiary.  This  makes  it  possible  for  a  husband  to  spend 
money  for  his  family  and  have  the  assurance  that  it  is  beyond  the  reach 
of  any  of  his  personal  or  business  creditors  or  claimants.  The  Alabama 
courts  construe  this  provision  liberally  as  a  matter  of  policy,  and  have 
held  that  the  exemption  cannot  be  waived.  Endowment  policies  ami 
probably  even  annuities  are  covered  by  the  exemption,  and  there  is  no 
dollar  limit.  The  only  qualification  is  that  premium  payments  made  with 
intent  to  defraud  creditors  can  be  recovered  for  the  benefit  of  such 
creditors. 

Obviously,  in  a  state  with  archaic  exemptions  laws,  unlimited  liability 


carries  with  it  the  possibility  of  more  far  reaching  effects  on  the  indivi- 
dual and  his  family  than  it  otherwise  might.  In  some  situations  it  may 
be  possible  to  lessen  the  risks  involved  by  transferring  property  to  a  family 
member  not  engaged  in  the  business  or  to  some  other  third  person,  but 
such  measures  usually  are  not  entirely  satisfactory. 

Liability  as  a  Partner 

A  partnership  is  easy  to  form  and  the  liabilities  of  partners  are 
extensive,  but  what  may  be  even  more  important  in  some  situations  is 
that  it  is  possible  for  persons  to  incur  the  liability  of  partners  when 
there  is  no  intent  to  form  a  partnership.  If  in  actuality  the  individuals 
involved  do  carry  on  their  business  as  co-owners  for  profit,  the  law  im- 
poses partnership  liability  on  them  as  to  one  another  and  to  third 
persons.  The  test  is  whether  they  do  the  acts  which  in  the  eyes  of  the 
law  will  constitute  them  partners,  not  whether  it  is  their  intention  to 
be  partners. 

There  is  still  another  way  in  which  one  who  is  not  by  his  own 
intention  a  partner  in  a  business  venture  may  cause  himself  to  be  liable 
as  a  partner.  Any  one  who  knowingly  permits  himself  to  be  represented 
as  a  partner  will  be  held  liable  as  such  to  third  persons  to  whom  the 
representation  is  made  and  who  give  credit  to  the  partnership  on  the 
faith  of  the  representation.  The  Alabama  courts  have  gone  so  far  as 
to  say  that  it  is  not  necessary  that  the  parties  establish  a  partnership 
among  themselves;  "Where  third  parties  are  concerned,  a  partnership 
may  by  operation  of  law  without  an  inquiry  into  or  in  direct  opposition 
to  the  express  intention  of  the  parties."* 

Use  of  the  Partnership  Form 

For  those  who  have  sufficient  confidence  in  each  other,  in  the  kind 
of  business  venture  where  unlimited  liability  is  not  an  absolute  deter- 
rent, and  where  capital  needs  can  be  met  from  the  personal  resources  of 
the  partners  and  from  borrowed  funds,  the  partnership  is  a  likely  form 
of  business  organization.  As  compared  with  the  sole  proprietorship  it 
affords  an  opportunity  to  enlist  either  additional  capital  or  know-how 
or  both.  Frequently  a  partnership  is  a  combination  of  persons  possessing 
technical  skill  and  experience  with  others  who  may  have  limited  technical 
knowledge  but  are  in  a  position  to  contribute  capital  and  possibly 
valuable  business  judgment.  Each  contributes  a  necessary  ingredient  for 
successful  business  operation,  and  the  partnership  allows  each  to  share 
in  the  profits  and  participate  in  the  management  of  the  firm.  Or  a 
partnership  may  come  into  being  through  the  normal  growth  and 
expansion  of  a  successful  proprietorship.  Expansion  means  increased 
capital  requirements,  a  broader  geographic  coverage,  and  possibly  diver- 
sification. Any  or  all  of  these  factors  may  carry  the  operation  beyond 


•Orr,  Jackson  &  Co.  v.  Perry,  16  Ala.  App.  658,  81  So.  150  (1919). 
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the  financial  and  managerial  resources  of  an  individual  and  compel  him 
to  bring  in  a  partner  or  partners. 

Dissolution 

Once  a  partnership  has  been  formed  there  are  several  ways  in  which 
it  may  be  dissolved.  If  the  partners  originally  agree  that  the  duration  of 
the  partnership  shall  be  for  a  specified  time,  then  lapse  of  that  time 
will  dissolve  the  partnership.  If  no  term  is  specified  for  the  life  of  the 
partnership  it  will  be  considered  a  partnership-at-will  and  may  be  dis- 
solved at  any  time  by  the  voluntary  withdrawal  of  one  or  more  partners. 
Even  if  it  is  agreed  that  the  partnership  shall  continue  for  a  certain 
period,  all  the  partners  acting  together  may  dissolve  it  prior  to  the  time 
stated  for  its  termination.  The  death  of  a  partner  dissolves  a  partner- 
ship; so  does  the  transfer  by  a  partner  of  his  interest  in  the  partner- 
ship to  anyone  who  is  not  a  partner.  If  the  business  is  carried  on  by 
the  remaining  partners  after  the  death  or  withdrawal  of  a  partner,  it 
is  as  a  new  partnership.  The  law  protects  the  right  of  each  partner  to 
choose  his  partners,  and  to  this  end  provides  that  no  person  may  become 
a  partner  without  the  consent  of  all  the  partners.  To  the  same  end, 
it  is  possible  for  a  partner  to  withdraw  from  a  partnership,  thereby 
causing  its  dissolution  at  any  time  even  without  the  consent  of  the 
remaining  partners  and  prior  to  a  time  which  had  been  decided  upon 
by  mutual  consent  as  the  date  of  termination  of  the  partnership.  A 
partner  who  does  withdraw  in  this  manner  will  be  liable  to  his  co-partners 
for  any  damages  caused  by  his  breach  of  the  partnership  agreement,  but 
he  cannot  be  compelled  to  remain  liable  as  a  partner  for  acts  of  another 
against  his  will. 

Under  certain  circumstances  a  partner  is  entitled  to  a  judgment  of 
dissolution  from  a  court  of  equity.  In  Alabama  this  remedy  is  available 
whenever  a  partner  becomes  legally  incapable  of  contracting,  whenever  a 
partner  fails  to  perform  his  duties  under  the  partnership  agreement  or 
is  guilty  of  conduct  prejudicial  to  carrying  on  the  business,  or  when  the 
business  can  be  carried  on  only  at  a  permanent  loss. 

Management  and  Control 

The  general  rule  is  that  partners  share  equally  in  the  management 
of  the  business  regardless  of  their  proportionate  share  of  ownership, 
and  in  the  event  of  disagreement,  decisions  are  made  by  majority  vote 
of  the  partners.  This  can  be  altered  by  agreement  among  the  partners 
in  any  manner  they  choose,  for  example  by  providing  that  voting  shall 
be  in  proportion  to  capital  contributions,  but  care  must  be  exercised 
not  to  give  management  of  the  partnership  too  many  of  the  characteristics 
of  the  corporate  form,  or  there  is  a  possibility  the  partnership  will  be 
classed  as  an  "association"  for  federal  tax  purposes,  and  thereby  lose  one 
of  the  most  important  advantages  of  operating  as  a  partnership. 

8 


Tax  Status 

For  income  tax  purposes,  both  federal  and  Alabama,  a  partnership 
is  not  a  taxable  entity.  Persons  carrying  on  a  business  as  partners  are 
liable  for  income  tax  only  in  their  separate  or  individual  capacities.  A 
partnership  is  a  reporting  entity,  however,  and  for  each  taxable  year 
must  file  with  the  state  and  federal  governments  a  return  stating  the 
gross  income  of  the  partnership,  deductions  allowed  and  the  names  of 
those  who  would  be  entitled  to  share  in  the  partnership's  net  income 
if  it  were  distributed  and  the  amount  of  the  distributive  share  of  each 
individual.  In  determining  his  own  income  tax,  each  partner  includes 
in  his  return  his  distributive  share  of  the  partnership's  income,  gains, 
losses,  deductions  or  credits.  Each  of  these  items  retains  in  the  hands  of 
a  partner  the  same  tax  status  it  had  in  the  hands  of  the  partnership,  so 
that  a  partner  may  take  his  proportionate  share  of  such  things  as  long 
term  capital  gains  and  losses  or  charitable  contributions.  For  tax  purposes 
it  makes  no  difference  whether  a  partner  withdraws  his  share  of  partner- 
ship earnings  or  leaves  it  in  the  business.  Because  of  this  fact,  partners 
are  unable  to  use  retained  earnings  as  a  method  of  increasing  the  value 
of  their  interest  in  a  partnership  in  order  to  take  advantage  of  more 
favorable  capital  gains  tax  treatment. 

Where  it  is  expected  that  a  business  will  operate  at  a  loss  in  the 
early  stages  of  its  development  it  is  sometimes  desirable  for  the  owners 
to  use  the  partnership  form  during  that  period  to  enable  them  to  take 
advantage  of  the  losses  for  tax  purposes,  then  change  to  the  corporate 
form  when  the  business  becomes  profitable  in  the  expectation  of  using 
retained  earnings  to  increase  the  value  of  their  stock.  The  partnership 
may  also  be  used  to  advantage  taxwise  in  certain  situations  involving 
more  than  one  business  venture  where  one  venture  can  be  expected  to 
incur  a  loss  while  others  will  be  profitable. 

Election  to  be  Taxed  as  a  Corporation 

Subchapter  R  of  the  Internal  Revenue  Code  makes  it  possible  for 
certain  partnerships  and  proprietorships  to  elect  to  be  taxed  as  corpora- 
tions. To  qualify,  the  business  must  (1)  be  owned  by  an  individual  or 
by  not  more  than  50  partners,  (2)  have  no  non-resident  as  a  partner, 
and  (3)  have  no  proprietor  or  partner  owning  more  than  a  10  per  cent 
interest  who  also  owns  more  than  a  10  per  cent  interest  in  any  other 
electing  firm.  A  fourth  qualification  and  a  limitation  severely  restrict  the 
usefulness  of  the  provision.  The  business  must  be  one  in  which  capital 
is  a  material  income  producing  factor,  or  which  derives  at  least  50  per 
cent  of  its  gross  income  from  transactions  in  real  property,  stock  or  com- 
modities for  the  account  of  others.  Most  firms  which  can  meet  this  qualifi- 
cation would  be  able  to  incorporate  if  they  wanted  the  tax  advantages  of 
incorporation,  while  professional  partnerships  which  are  normally  pre- 
vented from  incorporating  by  state  statute  do  not  meet  the  test  and  so 
are  excluded.  The  limitation  that  a  partner  or  proprietor  of  an  electing 


business  shall  not  be  considered  an  employee  for  purposes  of  employees' 
pension  trusts  eliminates  another  possible  reason  for  an  election.  An  elec- 
tion under  this  subchapter  should  be  considered  carefully,  for  once  made 
the  election  is  irrevocable  for  the  firm,  its  owners,  any  unincorporated 
successor  firm  and  its  owners. 

THE  LIMITED  PARTNERSHIP 

General  Characteristics 

A  limited  partnership  has  been  described  as  "a  statutory  method  of 
profit  sharing  by  passive  investors."  It  is  a  form  of  business  organization 
which  combines  some  of  the  characteristics  of  a  general  partnership  with 
some  of  the  characteristics  of  a  corporation,  and  makes  it  possible  for  an 
individual  who  wishes  to  contribute  capital  to  a  business  venture  to  do 
so  without  incurring  the  broad  liabilities  of  a  general  partner.  In  Ala- 
bama a  limited  partnership  may  be  formed  by  two  or  more  persons  for 
the  transaction  of  any  lawful  business,  with  the  statutory  exception  that 
a  limited  partnership  may  not  be  used  for  the  conduct  of  either  a  bank- 
ing or  insurance  business.  There  must  be  one  or  more  general  partners 
who  will  be  liable  to  the  same  extent  as  all  partners  of  a  general  partner- 
ship, and  in  addition,  there  may  be  one  or  more  limited,  or  as  they  are 
called  by  the  Alabama  statute,  "special"  partners.  A  special  partner  is  a 
person  who  contributes  a  specified  sum  which  is  included  as  part  of  the 
capital  of  the  partnership  and  who  is  not  liable  for  the  debts  of  the 
partnership  beyond  the  funds  which  he  has  contributed  to  the  capital. 
Prior  to  1943  there  was  no  provision  for  payment  by  the  special  partner 
in  any  form  other  than  cash,  but  since  that  time  the  statute  has  been 
amended,  and  now  allows  payment  in  cash  "or  its  equivalent." 

Only  the  general  partners  are  authorized  to  transact  the  business  of 
the  partnership,  sign  for  it  or  bind  it.  A  special  partner  has  a  right  to 
keep  himself  informed  as  to  the  state  of  the  partnership  business.  To  this 
end  he  may  examine  the  books,  consult  with  the  general  partners  and 
advise  as  to  the  management  of  partnership  affairs,  and  if  he  is  a  lawyer, 
he  may  even  act  as  attorney  at  law  for  the  partnership,  but  he  may  not 
be  employed  by  the  firm  for  any  purpose.  If  a  special  partner  goes  be- 
yond these  limitations  and  participates  actively  in  the  management  of 
the  business,  or  becomes  an  employee,  he  will  be  deemed  a  general 
partner  as  to  anyone  who  may  be  deceived  or  induced  to  believe  that  he 
is  a  general  partner  and  suffers  damage  thereby.  This  means  that  the 
liability  of  the  special  partner  will  no  longer  be  limited  to  his  capital 
contribution,  but  will  extend  to  his  entire  personal  assets. 

During  the  continuation  of  the  partnership  a  special  partner  may 
not  withdraw  in  the  form  of  dividends,  profits,  or  otherwise  any  part 
of  the  sum  which  he  has  contributed  to  the  capital  of  the  business.  He 
may,  however,  receive  interest  on  his  capital  contribution  and  may  also 
share  proportionately  in  any  profits  which  remain  for  distribution  after 
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the  interest  has  been  paid.  If  any  of  these  payments  to  the  special  partner 
have  the  effect  of  reducing  the  original  amount  of  his  capital  contribu- 
tion, he  is  bound  to  make  good  his  share  of  the  capital. 

Formation  of  The  Limited  Partnership 

A  limited  partnership,  like  a  corporation,  but  unlike  a  sole  pro- 
prietorship or  general  partnership,  is  a  statutory  form  of  business  or- 
ganization. Persons  who  wish  to  form  a  limited  partnership  must  make 
and  sign  a  certificate  which  contains  (1)  the  name  in  which  the  partner- 
ship is  to  be  conducted,  (2)  the  general  nature  of  the  business  to  be 
transacted,  (3)  the  names  of  all  the  general  and  special  partners,  with 
an  indication  of  which  are  general  and  which  are  special  partners,  and 
their  respective  places  of  residence,  (4)  the  amount  of  capital  which 
each  special  partner  has  contributed,  and  (5)  the  period  at  which  the 
partnership  will  commence  and  terminate.  A  special  partner  may,  if  he 
wishes,  become  liable  for  an  amount  over  and  above  the  amount  of  his 
capital  contribution  by  fixing  the  larger  amount  in  the  certificate.  This 
might  be  done  at  the  insistence  of  a  creditor  who  feels  the  need  for 
additional  security. 

This  certificate  must  be  filed  in  the  office  of  the  judge  of  probate 
of  the  county  in  which  the  principal  place  of  the  partnership  is  situated, 
and  once  filed  will  be  recorded  and  made  a  part  of  the  public  record, 
open  to  inspection.  This  filing  requirement  eliminates  the  possibility  of 
having  secret  or  dormant  partners  with  limited  liability.  Partnership 
agreements  for  general  partnerships,  on  the  other  hand,  do  not  have  to 
be  filed,  and  there  is  no  necessity  for  public  disclosure  of  the  identity  of 
the  partners.  A  failure  to  reveal  the  identity  of  a  general  partner  does  not 
limit  his  legal  liability  in  any  way,  however,  if  he  is  in  fact  a  partner. 

If  a  limited  partnership  has  places  of  business  in  more  than  one 
county  in  Alabama,  a  transcript  of  its  certificate  must  be  filed  with  the 
office  of  the  probate  judge  in  each  of  these  counties.  Accompanying  the 
certificate  and  an  acknowledgement  must  be  an  affidavit  of  at  least  one 
of  the  general  partners  stating  that  the  amounts  specified  in  the  certificate 
as  having  been  contributed  by  each  of  the  special  partners  have  actually 
and  in  good  faith  been  paid  in  cash  or  its  equivalent.  The  limited  partner- 
ship will  not  be  considered  to  have  been  legally  formed  until  the  certifi- 
cate, acknowledgement  and  affidavit  have  been  properly  filed  in  accord- 
ance with  the  appropriate  statutes.  If  any  false  statement  is  made  in  the 
certificate  or  affidavit  which  causes  damage  to  anyone,  then  all  persons 
who  are  interested  in  the  partnership  are  liable  as  general  partners  for 
that  damage. 

The  life  of  the  limited  partnership  is  fixed  by  the  original  certificate, 
and  for  that  period  of  time  the  identity  of  the  partners  or  the  capital 
structure  of  the  partnership  can  be  changed  only  by  filing  a  certificate 
and  acknowledgement  similar  to  that  required  for  the  original  formation. 
If  an  alteration  is  made  without  following  this  procedure  and  the  busi- 
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ness  continued,  all  partners  who  have  knowledge  of  the  alteration  will 
be  considered  to  be  general  partners.  Actually  when  these  formalities  are 
not  observed  the  limited  partnership  is  treated  as  having  been  terminated 
by  the  alteration  and  the  parties  involved  are  treated  as  though  they  were 
members  of  a  general  partnership.  Compliance  with  the  same  procedural 
steps  is  necessary  for  renewal  or  continuation  as  a  limited  partnership 
beyond  the  original  term  and  for  adding  additional  general  or  special 
partners  to  the  firm  at  that  time. 

If  the  parties  to  a  limited  partnership  agreement  wish  to  dissolve 
the  partnership  prior  to  the  time  set  out  in  the  certificate,  they  must 
first  file  a  notice  of  dissolution  in  the  office  of  the  judge  of  probate 
in  which  the  original  certificate  was  filed,  and  publish  the  notice  once 
a  week  for  three  weeks  in  a  newspaper  published  in  each  of  the  counties 
where  the  firm  has  places  of  business. 

THE  CORPORATION 

In  Alabama,  as  in  every  other  state  today,  private  business  corpora- 
tions may  be  organized  and  corporate  powers  obtained  under  general 
corporation  laws.  At  one  time  in  the  state's  history  the  privilege  of 
incorporation  was  conferred  by  special  act  of  the  legislature,  but  the 
Alabama  Constitution  of  1901  specifically  denies  the  legislature  the  right 
to  take  such  action.  The  right  to  incorporate  and  avail  oneself  of  the 
advantages  the  corporate  form  affords  has  long  since  ceased  to  be  con- 
sidered a  privilege  available  only  to  a  favored  few  and  has  become  a 
form  of  business  organization  readily  available  for  the  ordinary  business 
as  an  alternative  to  the  proprietorship  or  partnership. 

Share  Ownership  and  Limited  Liability 

A  corporation,  when  formed  in  compliance  with  the  statutory  re- 
quirements, is  recognized  as  being  a  legal  entity  separate  and  apart  from 
those  who  own  it.  The  corporation,  as  an  entity,  may  contract,  hold 
property  and  sue  or  be  sued  in  its  own  name.  The  owners  of  the 
corporation,  i.e.,  those  who  have  contributed  capital  through  the  purchase 
of  stock  in  the  corporation,  have  no  individual  liability  for  the  obliga- 
tions of  the  corporation.  The  shares  of  stock  which  a  person  buys  in  a 
corporation  represent  his  proportionate  share  of  ownership  in  the  busi- 
ness. This  ownership  includes  (1)  the  right  to  share  in  dividends,  (2)  the 
right  to  participate  in  the  management  of  the  corporation,  and  (3)  the 
right  to  share  in  the  distribution  of  assets  in  the  event  of  liquidation. 
The  shares  as  such  may  lose  their  value,  but  the  individual  assets  of 
the  holder  of  fully  paid  stock  are  normally  beyond  the  reach  of  anyone 
who  has  a  claim  against  the  corporation.  In  some  situations  where  a 
corporation  has  been  clearly  undercapitalized  in  view  of  its  intended 
business  operations,  or  where  there  has  been  a  flagrant  failure  to  observe 
corporate  formalities,  a  court  may  disregard  the  corporate  entity  and 
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attach  liability  to  the  individual  shareholder  to  protect  creditors  or  tort 
claimants.  But  these  are  the  exceptional  cases  and  in  the  normal  conduct 
of  business  in  good  faith  even  a  shareholder  who  owns  all  the  outstand- 
ing stock  of  a  corporation  will  not  lose  his  limited  liability. 

For  those  who  plan  a  small  business  operation,  and  anticipate  incor- 
poration primarily  for  the  sake  of  achieving  limited  liability,  a  word  of 
caution  is  in  order.  Even  though  all  the  legal  requisites  are  met,  it  may 
be  that  suppliers,  bankers,  or  other  creditors  will  require  the  owners  of 
the  corporation  to  guarantee  the  corporate  obligations  in  their  individual 
capacity  before  credit  can  be  extended.  It  would  be  unfortunate  for  a 
person  to  find  himself  in  the  position  of  having  taken  on  the  added 
expense  and  administration  burdens  of  incorporation  to  gain  the  security 
of  limited  liability,  only  to  find  that  his  creditors  required  him  to  give 
it  up.  But  then  creditors  as  a  class  do  not  enjoy  the  reputation  of  being 
willing  to  sacrifice  their  financial  interests  to  mere  legal  forms. 

Continuity  of  the  Business  Entity 

The  life  of  a  proprietorship  or  partnership  cannot  extend  beyond  the 
life  of  the  owners  of  the  business.  The  death  of  a  proprietor  terminates 
a  proprietorship  just  as  the  death  of  a  partner  dissolves  a  partnership. 
A  corporation,  however,  may  be  formed  either  for  a  term  of  years  or  so 
as  to  have  perpetual  duration,  and  for  that  time  has  a  life  of  its  own 
independent  of  the  life  of  any  particular  shareholder.  Upon  the  death  of 
a  shareholder,  his  shares  pass  to  a  successor  with  no  break  in  the  con- 
tinuity of  corporate  existence.  Similarly,  a  shareholder  may  transfer  his 
shares  in  a  corporation  to  another  person  at  any  time  without  affecting  the 
corporation  as  an  entity.  It  is  possible  to  impose  reasonable  restrictions 
no  the  transferability  of  stock  so  that  the  individual  shareholder  may 
transfer  his  stock  only  under  certain  terms  or  conditions,  but  this  is  a 
contractual  matter  between  the  shareholder  and  the  corporation  or  the 
shareholder  and  other  shareholders  and,  of  itself,  does  not  affect  the 
existence  of  the  corporation.  In  the  absence  of  any  restrictions  of  this 
kind  a  person  is  free  to  transfer  his  interest  in  a  corporation  as  he 
chooses.  Any  absolute  restriction  on  the  transferability  of  corporate  shares 
is  void  and  of  no  effect. 

Corporate  Directors 

The  business  and  affairs  of  a  corporation  are  managed  by  a  board  of 
directors  who  are  elected  by  the  shareholders.  In  Alabama  a  corporation 
must  have  at  least  three  directors,  although  it  may  have  more.  The 
directors  need  not  be  shareholders,  nor  is  there  any  requirement  that 
they  be  residents  of  the  state.  In  the  usual  situation  a  majority  of  the 
directors  constitute  a  quorum  for  the  transaction  of  business,  and  decisions 
are  made  by  a  majority  of  the  directors  present  at  a  meeting  at  which 
a  quorum  is  present.  Although  the  directors  are  the  policy  making  unit 
within  the  corporate  structure,  there  are  certain  types  of  corporate  action 
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that  may  not  be  taken  by  the  board  of  directors  without  shareholder 
approval.  These  are,  for  the  most  part,  actions  such  as  the  sale  of  mortgage 
of  all  the  assets  of  the  corporation  other  than  in  the  usual  course  of 
business,  merger,  consolidation,  or  dissolution  of  the  corporation.  Actions 
of  this  kind  clearly  represent  a  departure  from  the  normal  business  of  a 
corporation,  hence  the  justification  for  departure  from  the  usual  manage- 
ment procedures  to  give  the  shareholders  an  opportunity  to  participate 
in  making  the  decision. 

Corporate  Formalities 

Far  more  formalities  must  be  observed  by  a  business  operating  in 
the  corporate  form  than  by  one  operating  as  either  a  proprietorship  or  a 
partnership.  In  the  first  place,  incorporation  itself  is  a  technical  procedure 
which  will  require  professional  legal  services.  A  certificate  of  incor- 
poration and  a  set  of  by-laws  are  necessary,  and  shares  of  stock  must  be 
issued  for  the  original  capitalization.  In  addition  a  corporation  is  re- 
quired by  law  to  keep  correct  and  complete  books  and  records  of 
account  and  written  minutes  of  the  proceedings  of  its  stockholders  and 
board  of  directors.  It  must  maintain  at  its  office  or  principal  place  of 
business  a  record  of  its  stockholders,  giving  the  names  and  addresses 
or  all  stockholders,  and  the  number  and  class  of  the  shares  held  by  each. 
These  records  must  be  available  for  inspection  by  stockholders  at  reason- 
able times  for  any  proper  purpose.  The  certificate  itself  and  any 
amendments  must  be  filed  and  recorded  in  the  office  of  the  judge  of 
probate  in  the  county  where  the  corporation  has  its  principal  place  of 
business.  These  formalities  represent  an  administrative  burden  for  a 
small  business  and  frequently  the  temptation  to  ignore  them  is  great, 
especially  where  the  owners  of  the  corporation  are  also  the  directors  as 
well  as  the  principal  officers  and  consider  their  own  operation  more  in 
the  nature  of  partnership.  This  temptation  should  be  resisted,  even  at 
the  expense  of  considerable  annoyance  with  the  detailed  work  involved, 
for  the  risk  is  that  of  losing  one's  limited  liability. 

No  great  amount  of  capital  is  necessary  to  begin  business  as  a 
corporation.  Three  or  more  persons,  natural  or  corporate,  may  form  a 
corporation  for  the  purpose  of  carrying  on  any  lawful  business.  At  the 
time  the  certificate  is  filed  at  least  twenty  per  cent  of  the  stock  which 
has  been  subscribed  must  have  been  paid  in,  and  in  no  case  may  the 
corporation  begin  business  with  less  than  one  thousand  dollars.  There 
are,  however,  many  corporations  formed  in  this  state  with  authorized 
capital  of  one  thousand  dollars,  the  statutory  minimum,  all  of  which 
has  been  subscribed  and  paid  in. 

Because  of  the  limitations  on  the  supply  of  capital  available  to 
most  proprietorships  and  partnerships,  the  corporate  form  is  usually 
the  only  practical  alternative  when  the  business  contemplated  requires 
extensive  financing.  The  corporation  has  the  advantage  of  affording 
an  investor  the  opportunity  to  share  in  profits  without  incurring  liability 
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beyond  the  amount  invested.  This  may  be  a  necessity  if  sufficient  capital 
is  to  be  forthcoming. 

The  requirement  that  a  corporation  keep  complete  books  and  records 
certainly  represents  a  disadvantage  of  the  corporate  form  to  some  persons 
in  their  choice  of  a  form  of  business  organization.  Another  disadvantage 
is  the  requirement  that  a  corporation  qualify  in  other  states  where  it  will 
do  business.  A  partnership  or  proprietorship  may  cross  state  lines  in 
carrying  on  its  business  without  the  burden  of  having  to  register  or  pay 
franchise  taxes  in  other  states  for  the  privilege  of  doing  business  there, 
but  a  corporation  is  not  possessed  of  these  rights,  for  although  it  is  con- 
sidered a  person,  it  is  not,  in  legal  terms  a  citizen. 

State  Taxes 

There  are  various  domestic  taxes  imposed  on  a  corporation  which  are 
not  levied  on  proprietorships  or  partnerships.  For  example,  Alabama 
charges  an  annual  fee  for  a  permit  to  do  business  as  a  corporation  of  from 
ten  to  one  hundred  dollars,  depending  on  the  amount  of  paid  capital 
stock,  and  also  imposes  an  annual  franchise  tax  on  domestic  corporations 
at  the  rate  of  two  dollars  and  fifty  cents  on  each  thousand  dollars  of 
capital  stock.  In  addition,  Alabama  imposes  a  tax  of  three  per  cent  on 
the  entire  net  income  of  the  corporation,  but  an  important  item  included 
in  the  list  of  deductions  is  "taxes  paid  or  accrued  within  the  taxable 
year  imposed  by  the  authority  of  the  United  States."  All  these  when 
combined  may  represent  a  sizeable  extra  expense  for  the  privilege  of 
using  the  corporate  form,  but  only  for  the  relatively  small  business 
operation  would  they  be  a  decisive  factor. 

Federal  Taxes 

The  principal  disadvantage  of  the  corporation  in  the  opinion  of 
most  businessmen  is  its  status  as  a  taxable  entity  for  purposes  of  the 
federal  income  tax  laws.  The  federal  income  tax  rate  is  thirty  per  cent 
of  the  first  twenty-five  thousand  dollars  of  net  income  and  fifty-two 
per  cent  of  all  net  income  in  excess  of  twenty-five  thousand  dollars.  If 
the  corporation  distributes  as  dividends  its  profits  remaining  after  taxes, 
the  stockholders  who  receive  the  dividends  must  include  them  as  part 
of  their  personal  income,  and  will  be  taxed  on  them  at  ordinary  income 
rates.  This  results  in  what  is  commonly  referred  to  as  "double  taxation." 
Each  taxpayer  is  entitled  to  exclude  from  his  gross  income  the  first  fifty 
dollars  received  in  the  form  of  dividends,  however,  and  thereafter  is 
allowed  a  credit  against  his  income  tax  of  four  per  cent  of  the  dividends 
received  in  the  taxable  year. 

There  is  no  tax  on  the  stockholder  as  a  result  of  earnings  which  are 
retained  in  the  business,  but  retained  earnings  in  excess  of  one  hundred 
thousand  dollars  may  be  subjected  to  a  surtax  of  27 14  per  cent  of  the 
first  one  hundred  thousand  dollars  of  taxable  accumulated  income,  and 
3814  per  cent  of  all  accumulated  taxable  income  in  excess  of  one  hundred 
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thousand  dollars,  unless  there  is  a  sufficient  business  purpose  to  justify 
the  retention. 

Organizing  a  business  undertaking  in  such  a  way  that  it  is  carried  on 
through  two  or  more  smaller  corporations  rather  than  by  a  single  larger 
company  may  lead  to  tax  savings.  If  a  single  corporation  earning  $40,000 
a  year  could  be  divided  into  two  corporations,  each  with  an  income  of 
less  than  $25,000,  there  would  be  a  tax  saving  of  $3,300  per  year.  This 
is  because  of  the  fact  that  the  corporate  tax  rate  is  30  per  cent  on  an 
income  of  $25,000  or  less,  but  52  per  cent  on  all  above  that.  By  having 
the  two  corporations,  the  entire  $40,000  would  be  taxed  at  the  30  per 
cent  rate,  otherwise  the  last  $15,000  would  be  taxed  at  52  per  cent.  There 
must  be  a  sufficient  business  justification  for  the  separation,  however,  in 
addition  to  the  purpose  of  reducing  taxes.  A  recent  example  where  the 
split  was  held  to  be  justified  involved  a  corporation  which  did  cement 
and  masonry  work  but  formed  a  new  company  to  handle  the  original 
corporation's  increasing  home-building  activity.  Multiple  corporations 
have  also  been  used  to  allow  the  separation  of  such  operations  as  market- 
ing or  manufacturing  from  real  estate  holdings. 

THE  TAX-OPTION  CORPORATION:  SUBCHAPTER  S 

There  can  be  no  doubt  that  in  recent  years  tax  factors  have  come  to  be 
far  more  important  that  ever  before  in  business  decisions  of  all  kinds.  The 
comment  is  frequently  made  that  tax  considerations  should  be  kept  in 
perspective  and  not  allowed  to  control  business  judgment.  This  represents 
sound  advice,  but  the  fact  is  that  frequently  the  differences  in  the  tax 
consequences  of  alternative  business  actions  are  so  immediate  and  so 
compelling  that  the  businessman  is  likely  to  feel  that  all  other  issues  are 
subordinate  and  make  the  choice  which  will  produce  the  most  favorable 
tax  treatment.  Inevitably,  the  greater  the  difference  in  tax  treatment, 
the  less  attention  given  to  what  otherwise  might  be  important  business 
considerations.  The  provision  of  the  Technical  Amendment  Act  of  1958 
which  is  now  Subchapter  S  of  the  Internal  Revenue  Code  was  enacted 
for  the  stated  purpose  of  allowing  "businesses  to  select  the  form  of 
business  organization  desired,  without  the  necessity  of  taking  into  account 
major  differences  in  tax  consequences,"  and  to  help  accomplish  that 
objective,  Subchapter  S  permits  the  shareholders  of  a  "small  business 
corporation"  as  therein  defined  to  elect  to  have  corporate  income  and 
loss  reported  directly  by  them  and  not  by  the  corporation. 

Small  Business  Corporation 

A  small  business  corporation  is  defined  as  one  which  (1)  has  no  more 
than  10  shareholders,  (2)  has  as  shareholders  only  individuals  or  estates, 
(3)  has  no  non-resident  alien  as  a  shareholder,  and  (4)  has  no  more  than 
one  class  of  stock.  Furthermore,  it  must  be  a  domestic  corporation, 
organized  in  the  United  States  or  under  the  law  of  the  United  States  or 
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of  any  State  or  Territory.  This  excludes  all  foreign  corporations,  corpora- 
tion organized  under  the  laws  of  a  possession  of  the  United  States,  and 
Puerto  Rican  corporations.  The  final  requirement  is  that  the  corporation 
must  not  be  a  member  of  an  affiliated  group.  If  a  corporation  is  a  member 
of  an  affiliated  group  it  may  not  qualify  for  Subchapter  S  purposes  as 
a  small  business  corporation  whether  or  not  it  files  a  consolidated  tax 
return.  It  should  be  noted  that  nowhere  is  there  a  limitation  on  the 
capitalization  or  net  worth  of  a  corporation  as  a  requirement  for  eligibil- 
ity. This  means  that  in  effect  the  corporation  must  be  closely  held  and 
relatively  independent,  but  in  dollar  terms  may  be  of  any  size,  large  or 
small. 

A  qualified  corporation  makes  its  election  by  filing  the  appropriate 
forms  with  the  district  director  of  the  Internal  Revenue  Service  during 
the  calendar  month  immediately  preceeding  the  corporation's  taxable 
year  or  during  the  first  calendar  month  of  the  taxable  year.  The  election 
is  valid  only  if  all  shareholders  consent.  Once  the  election  has  been  made, 
a  shareholder  may  not  withdraw  his  consent  for  that  taxable  year.  An 
election  may  be  voluntarily  revoked  by  a  corporation,  with  the  consent 
of  all  its  shareholders,  for  any  taxable  year  after  the  election  year. 

There  are  four  ways  in  which  an  election  may  be  terminated  involun- 
tarily and  when  this  happens,  the  termination  is  effective  for  that  taxable 
year  and  for  the  next  four  years.  (1)  If  a  person  or  estate  becomes  a 
shareholder  in  the  corporation  after  the  election  has  been  made,  this  new 
shareholder  is  given  thirty  days  within  which  to  consent  to  the  election. 
If  the  new  shareholder  does  not  consent  the  election  is  terminated.  (2)  At 
any  time  that  a  trust,  partnership,  corporation  or  non-resident  alien 
becomes  a  shareholder,  or  in  the  event  the  number  of  shareholders  exceeds 
ten,  the  election  is  terminated.  (3)  The  election  terminates  in  any  taxable 
year  during  which  the  corporation  derives  more  than  eighty  per  cent 
of  its  gross  receipts  from  foreign  incomes,  i.e.,  from  sources  outside  the 
United  States.  (4)  Finally,  the  election  will  terminate  during  any  taxable 
year  in  which  the  corporation  derives  more  than  twenty  per  cent  of  its 
gross  receipts  from  royalties,  rents,  dividends,  interest,  annuities,  and  sales 
or  exchanges  of  stock  or  securities.  These  sources  of  income  are  the  type 
normally  referred  to  in  defining  "personal  holding  company  income" 
for  tax  purposes.  An  involuntary  termination  of  a  corporation's  election 
is  effective  for  the  year  in  which  it  occurs  and  for  the  next  four  taxable 
years.  It  is  possible,  after  that  period,  for  a  corporation  to  file  a  new 
election. 

The  Effects  of  an  Election 

An  election  under  Subchapter  S  is  an  election  by  the  corporation  that 
it,  as  an  entity,  will  not  be  subject  to  the  federal  corporate  income  tax. 
Taxable  income  attributable  to  the  corporation  is  computed  in  the 
normal  way,  except  that  certain  usual  deductions  available  to  corpora- 
tions are  not  allowed.  Each  shareholder  then  includes  in  his  gross  income 
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an  amount  equal  to  his  pro  rata  share  of  all  undistributed  taxable  income, 
as  though  there  had  been  a  distribution  in  the  form  of  a  dividend  on 
the  last  day  of  the  corporation's  fiscal  year.  The  undistributed  taxable 
income  of  the  corporation  does  not  include  any  amounts  of  money  dis- 
tributed as  a  dividend  out  of  earnings  and  profits  during  the  taxable 
year.  The  result  is  that  the  corporation's  taxable  income  is  taxed  only 
to  the  individual  shareholders  at  their  individual  rates.  Each  share- 
holder who  has  been  taxed  in  this  manner  then  has  a  personal  right, 
which  he  may  not  transfer  even  though  he  transfers  his  stock,  to  receive 
tax  free  a  subsequent  distribution  of  this  part  of  the  corporation's  income. 
There  is  an  important  qualification,  however,  in  that  such  a  distribution 
to  the  shareholder,  in  order  to  retain  its  tax  free  status  must  be  made  in 
a  year  for  which  the  corporation  has  a  valid  election.  An  involuntary 
termination  would  subject  any  undistributed  corporate  income  to  double 
taxation  at  the  individual  rate. 

A  net  operating  loss  of  the  corporation  in  a  valid  election  year  is 
allowed  as  a  deduction  on  a  prorated  basis  from  the  gross  incomes  of  all 
persons  who  have  been  shareholders  of  the  corporation  during  the  year. 
No  shareholder  may  claim  a  deduction  for  any  one  year  in  excess  of  the 
adjusted  basis  of  his  stock  in  the  corporation  plus  the  adjusted  basis  of 
any  indebtedness  of  the  corporation  to  the  shareholder.  There  is  no 
carry-back  or  carry-over  provision  for  any  loss  in  excess  of  the  deduction 
allowed  for  the  year  in  which  the  loss  occurred. 
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Chapter  II 

CAPITAL  STRUCTURE  FOR  THE  SMALL  BUSINESS 

THE  NON-CORPORATE  BUSINESS  ORGANIZATIONS 

In  most  respects,  the  problems  of  obtaining  capital  for  the  formation 
of  a  small  business  are  not  significantly  different  from  those  of  raising 
additional  capital  to  finance  growth  and  expansion  of  a  going  concern. 
To  the  extent  that  the  owners  of  a  business  can  provide  the  necessary 
capital  themselves,  either  from  their  personal  assets  or  from  retained 
earnings,  financing  is,  of  course,  no  problem.  All  that  is  necessary  is  a 
decision  by  the  owners  that  they  wish  to  put  their  money  in  the  par- 
ticular venture.  Careful  consideration  must  be  given  to  the  form  an 
owner's  investment  in  the  business  should  take  in  order  to  obtain  the 
most  beneficial  tax  treatment  and  to  protect  any  priority  the  owner 
may  anticipate  in  case  of  bankruptcy,  but  such  problems  are  more  easily 
resolved  than  the  problem  of  securing  outside  capital. 

Internal  financing  for  the  proprietorship  or  partnership  is  a  relatively 
simple  matter.  Because  of  the  nature  of  a  proprietorship,  and  because 
of  the  liabilities  and  tax  status  of  the  owner,  the  only  question  is  one 
of  the  extent  to  which  he  chooses  to  use  his  personal  assets  for  business 
purposes.  No  distinction  is  made,  as  it  may  be  in  a  partnership,  between 
capital  contributions  and  loans  to  the  business.  Partnership  property  is 
treated  as  a  fund  separate  and  apart  from  the  personal  assets  of  the 
partners  despite  the  fact  that  the  partnership  is  not  ordinarily  considered 
to  be  an  entity.  The  capital  contributions  of  the  partners,  in  the  absence 
of  a  special  agreement,  will  not  draw  interest,  and  may  not  be  withdrawn 
from  the  partnership  without  the  consent  of  all  the  partners.  On  the 
other  hand,  a  partner  who  makes  any  payment  or  advance  beyond  the 
amount  of  capital  which  he  agreed  to  contribute  is  entitled  to  interest 
from  the  date  of  the  payment  or  advance.  This  does  not  mean,  however, 
that  a  partner  who  has  made  a  valid  loan  to  his  partnership  will  be 
entitled  to  a  priority  over  outside  creditors  at  a  time  of  liquidation  or 
winding  up  of  the  partnership  business.  Creditors  other  than  partners 
rank  first  in  order  of  priority,  but  a  partner  who  has  lent  money  to  the 
partnership  will  be  entitled  to  have  his  loan  repaid,  including  any  interest 
due,  before  any  distribution  is  made  to  the  partners  with  respect  to  their 
capital  contributions. 

Property  belonging  to  an  individual  partner  does  not  become 
partnership  property  solely  because  it  is  used  for  partnership  purposes. 
Whether  certain  property  is  partnership  property  or  separate  property 
as  between  the  partners  is  a  matter  for  them  to  decide,  and  their  deter- 
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mination  will  normally  be  controlling  as  to  creditors  unless  the  property 
in  question  has  been  used  in  such  a  way  that  third  parties  have  been 
led  to  rely  on  the  appearance  of  ownership  by  the  partnership.  Diffi- 
culties arise  most  frequently  in  cases  where  real  estate  has  been  owned 
by  one  of  the  partners  individually  before  formation  of  the  partnership, 
and  thereafter  the  property  is  used  for  partnership  purposes,  but  without 
any  agreement  that  it  is  to  become  partnership  property.  If  the  partner- 
ship then  becomes  insolvent,  the  question  is  whether  creditors  of  the 
individual  partner  or  partnership  creditors  shall  have  priority  as  to 
the  property.  Where  the  partners  have  done  nothing  to  indicate  an 
intention  to  treat  the  property  as  partnership  property,  it  will  ordinarily 
be  held  separate  property  and  not  considered  a  part  of  the  individual's 
capital  contribution,  with  priority  going  to  the  individual  creditors  of 
the  partner  and  not  to  partnership  creditors. 

CORPORATE  FINANCIAL  STRUCTURE 

The  capital  structure  of  proprietorships  or  partnerships  is  normally 
uncomplicated.  Although  there  is  nothing  which  would  prevent  the 
owners  of  either  from  issuing  certain  types  of  securities  to  represent 
their  business  debts,  it  is  not  a  common  practice,  and  it  is  not  possible 
to  transfer  rights  of  ownership  in  either  without  changing  the  form  or 
identity  of  the  business.  The  corporate  form,  since  it  is  recognized  as  an 
entity  with  an  existence  separate  and  apart  from  that  of  its  owners,  offers 
a  wider  range  of  possibilities  for  financing  from  either  internal  or 
external  sources.  Before  considering  the  capital  structure  of  the  corpora: 
tion  in  detail,  it  will  be  useful  to  mention  briefly  the  characteristics  of 
some  of  the  more  common  types  of  corporate  securities. 

Corporate  securities  are  of  two  general  types,  (1)  debt  securities, 
which  represent  prior  fixed  claims  against  both  the  assets  and  earnings 
of  a  corporation,  and  (2)  equity  securities,  which  represent  the  owner- 
ship interest  in  the  business  and  have  only  a  residual  claim  to  assets 
and  earnings.  The  capital  structure  represents  the  total  amount  of 
securities  issued  by  the  corporation  and  may  include  common  stock, 
preferred  stock,  bonds  and  debentures.  These  securities  are  in  effect  the 
investment  in  the  business  which  has  been  made  on  a  relatively  long 
term  basis  and  the  various  forms  they  take  are  simply  ways  of  allocating  (1) 
claims  against  income  of  the  corporation  as  to  amount,  regularity  and 
priority,  (2)  the  risk  of  loss,  and  (3)  the  right  to  exercise  control  in  the 
management  of  the  corporation. 

EQUITY  SECURITIES 

Preferred  Stock 

Preferred  stock  is  stock  which  entitles  the  holder  to  certain  prefer- 
ences over  the  holders  of  common   stock.   Typically   these   preferences 
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include  the  right  to  receive  dividends  in  a  fixed  amount  before  any 
dividends  can  be  paid  on  the  common  stock  and  a  priority  over  other 
stock  in  the  event  of  liquidation  of  the  corporation.  Dividends  payable 
pn  preferred  shares  do  not  represent  an  unconditional  obligation  to  pay 
on  the  part  of  the  corporation,  but  are  payable  only  out  of  earnings  or 
other  sources  which  are  specifically  made  available  for  dividends  by 
statute,  and  then  only  when  declared  by  the  directors.  Unless  there  is  an 
express  provision  to  the  contrary,  preferred  dividends  are  considered 
to  be  cumulative,  so  that  dividends  not  paid  in  a  given  year  accumulate 
and  must  be  paid  in  subsequent  years  before  payments  of  any  kind  can 
be  made  on  common  shares.  Preferred  shares  are  usually  entitled  to 
dividends  at  a  specified  rate,  with  no  further  participation  in  the  profits 
of  the  corporation.  It  is  possible  for  a  corporation  to  issue  participating 
preferred  shares  which  are  entitled  to  a  stated  dividend  and  also  to  addi- 
tional dividends  on  a  specified  basis  upon  payment  of  certain  dividends 
on  the  common  stock. 

Frequently  preferred  stock  is  issued  with  less  extensive  voting  rights 
than  the  corporation's  common  stock.  In  Alabama  it  is  not  possible  to 
issue  stock,  either  preferred  or  common,  that  is  without  voting  rights  for 
all  purposes,  but  it  is  possible  to  limit  or  deny  to  a  particular  class  of 
stock  the  opportunity  to  take  part  in  decisions  relating  to  the  ordinary 
operations  of  the  business.  The  Alabama  Business  Corporation  Act 
provides  that  each  outstanding  share,  regardless  of  class,  shall  be  entitled 
to  vote  on  a  one-vote-per-share  basis  at  shareholders  meetings  except  to 
the  extent  that  the  voting  rights  of  any  class  of  stock  have  been  limited 
by  the  certificate  of  incorporation.  The  voting  rights  of  any  shares  may 
not  be  denied  or  limited  as  to  the  creation  of  bonded  indebtedness  of 
the  corporation,  increase  of  capital  stock,  issuance  of  preferred  stock, 
disposition  of  the  entire  property  of  the  corporation,  or  consolidation, 
merger  or  dissolution.  These  provisions  may  be  considered  as  a  balancing 
factor  between  the  interests  of  common  and  preferred  shareholders  when 
the  voting  rights  of  the  preferred  are  otherwise  limited.  The  preferred 
shareholder  typically  gives  up  his  right  to  full  participation  in  profits 
on  an  equal  basis  with  holders  of  common  shares,  and  in  return  gets 
assurance  of  dividends  at  a  specified  rate  when  earnings  are  available, 
priority  in  case  of  business  failure,  and  the  right  to  join  in  decisions 
which  are  likely  to  change  the  nature  of  the  business  in  which  he  has 
invested. 

Probably  most  issues  of  preferred  stock  contain  provisions  making 
the  stock  callable,  or  redeemable  at  the  option  of  the  holders  of  the 
common  stock.  This  allows  the  corporation,  once  it  achieves  a  certain 
measure  of  success,  to  remove  a  prior  fixed  charge  which  must  be  met 
before  dividends  are  available  on  the  common,  and  may  also  serve  as  a 
method  of  insuring  wider  latitude  to  the  holders  of  common  shares  in 
their  control  of  the  corporation. 

Another  feature  sometimes  included  in  a  preferred  share  contract 
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is  a  conversion  privilege.  This  permits  the  preferred  shareholder,  under 
certain  conditions,  to  exchange  his  shares  for  common  stock  at  a  stated 
ratio.  A  sinking  fund  set  aside  out  of  earnings  may  be  established  for 
the  puropse  of  redeeming  or  retiring  preferred  stock,  but  such  a  fund 
is  more  frequently  used  in  connection  with  bonded  indebtedness  of  a 
corporation.  Ordinarily  such  features  as  participation,  conversion  privi- 
leges, or  sinking  fund  requirements  are  used  only  when  it  is  necessary  to 
increase  the  attractiveness  of  preferred  shares  to  the  potential  investor,  in 
much  the  same  way  the  rate  of  return  offered  on  new  issues  of  preferred 
shares  is  increased  or  decreased  depending  on  the  market.  In  some  situa- 
tions additional  privileges  or  increased  voting  rights  may  be  the  alterna- 
tive to  a  higher  dividend  rate. 

Common  Stock 

Common  stock  represents  the  residual  ownership  of  a  corporation, 
the  interest  in  assets,  earnings,  and  control  which  has  not  been  given  to 
the  holders  of  debt  securities  and  any  preferred  stock  that  may  have  been 
issued.  In  the  typical  case  the  common  shares  elect  the  directors  of  a 
corporation  and  share  in  any  earnings  over  and  above  the  fixed  charges 
the  corporation  must  meet.  It  is  possible  to  have  more  than  one  class 
of  common  stock  with  varying  provisions  as  to  voting  rights,  but  this  is 
not  the  usual  situation. 

Common  and  preferred  stock  may  be  issued  either  with  a  par  value 
or  as  no-par  stock.  Actually  the  concept  of  a  par  value  has  little  signifi- 
cance today.  Par  value  stock  may  not  be  sold  by  the  issuing  corporation 
for  less  than  par,  the  theory  apparently  being  that  creditors  of  the 
corporation  have  a  right  to  rely  on  the  representation  that  at  one  time 
an  amount  at  least  equal  to  the  par  value  of  the  outstanding  stock  was 
paid  into  the  corporate  treasury.  If  a  stockholder  buys  his  stock  for  less 
than  par,  he  will  remain  liable  to  the  corporation  and  to  the  corpora- 
tion's creditors  for  the  difference  between  the  price  he  paid  and  the  par 
value.  There  is  nothing  to  prevent  a  corporation  from  authorizing  stock 
with  a  very  low  par  value,  say  $1.00  per  share  or  even  one  cent  per  share, 
and  then  selling  the  stock  for  a  higher  price  based  on  the  corporation's 
assets  value  and  earning  capacity.  Such  a  practice  would  obviously 
eliminate  any  protection  creditors  might  otherwise  have  if  the  par  value 
of  the  stock  approximated  its  actual  market  value.  When  stock  is  issued 
without  a  par  value  the  assumption  is  that  its  market  price  will  be 
determined  solely  on  the  basis  of  the  financial  standing  of  the  issuing 
corporation.  For  some  years  no-par  stock  was  used  extensively  in  corporate 
financing  and  might  well  have  been  thought  fashionable.  More  recently 
it  has  simply  taken  its  place  as  another  method  for  accomplishing  certain 
objectives  in  a  corporation's  capital  structure. 

When  shares  having  a  par  value  are  issued  by  a  corporation,  an 
amount  equal  to  the  par  value  becomes  a  part  of  the  stated  capital,  and 
any  amount  in  excess  of  par  received  for  the  shares  constitutes  capital 
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surplus.  If  no-par  shares  are  issued,  the  directors  may  allocate  as  much 
as  twenty-five  per  cent  of  the  consideration  received  for  the  shares  to 
capital  surplus,  while  the  remainder  is  stated  capital. 

DEBT  SECURITIES 

Debt  securities  include  bonds,  debentures,  and  notes.  The  holders 
of  these  securities  are  creditors  of  the  corporation,  and  the  securities 
themselves  represent  obligations  to  pay  a  definite  sum  of  money  at  a 
certain  future  date  plus  interest  at  a  specified  rate  until  maturity.  Interest 
charges  are  fixed  and  the  obligation  to  pay  them  exists  whether  or  not 
income  has  been  earned.  Normally  the  holder  of  a  debt  security  will 
have  no  right  to  vote  or  participate  in  management  of  the  business, 
although  it  is  not  unusual  to  find  contractual  provisions  giving  certain 
voting  rights  to  bondholders  in  the  event  a  stated  number  of  interest 
payments  are  missed,  or  upon  insolvency  of  the  corporation. 

The  issuing  corporation  typically  has  the  option  of  redeeming  debt 
securities  prior  to  maturity.  The  redemption  price  usually  adds  a  pre- 
mium to  the  face  value  of  the  security,  but  this  premium  decreases  as 
the  maturity  date  of  the  security  approaches.  From  the  standpoint  of  the 
corporation,  the  right  to  redeem  is  important  for  it  means  the  corporation 
can  refinance  its  debt  to  take  advantage  of  a  decline  in  interest  rates. 
The  premium  represents  a  concession  to  the  security  holder  who  may  be 
forced  to  seek  another  outlet  for  his  investment  at  a  lower  rate  of  return. 
Often  provisions  are  made  for  gradual,  periodic  reductions  in  the  amount 
of  debt  outstanding.  This  may  be  done  through  the  use  of  a  sinking  fund 
or  through  the  use  of  serial  maturity  dates  for  a  particular  issue. 

The  purchase  of  a  debt  security  is  in  effect  a  loan  to  the  corporation. 
Like  any  other  loan,  a  debt  security  may  be  backed  by  the  general  credit 
of  the  issuing  corporation,  or  it  may  be  secured  by  a  mortgage  or  lien  on 
any  specific  property  of  the  corporation.  The  three  types  of  debt  securities 
most  commonly  used  in  corporate  financing  are  mortgage  bonds,  collateral 
trust  bonds  and  debentures.  Mortgage  bonds  are  secured  by  a  mortgage 
on  described  property,  the  value  of  which  may  or  may  not  equal  the 
value  assigned  to  the  bonds  issued  against  it.  Although  in  theory  the 
holders  of  corporate  mortgage  bonds  have  the  usual  remedies  of  fore- 
closure available  to  them,  such  remedies  ordinarily  have  little  practical 
value.  Probably  more  important  is  the  priority  which  holders  of  mort- 
gage bonds  may  receive  in  the  event  of  financial  distress  and  subsequent 
corporate  reorganization.  Bonds  which  are  secured  by  collateral  deposited 
with  a  trustee  are  called  collateral  trust  bonds.  The  collateral  often  con- 
sists of  stocks  or  bonds  of  another  company,  possibly  one  controlled  by 
the  issuer.  A  debenture  is  a  comparatively  long  term  debt  security  which 
has  no  real  estate  or  other  tangible  property  behind  it,  but  is  issued  on 
the  basis  of  the  corporation's  financial  reputation.  In  addition  to  the 
general  credit  of  the  company,  the  debenture  holder  may  have  for  his 
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protection  contractual  limitations  which  restrict  the  company's  right 
to  pay  dividends,  incur  further  indebtedness  or  encumber  corporate 
property. 

CORPORATE  PLANNING  THROUGH  THE  USE  OF 
DEBT  FINANCING 

For  a  small  business  operation  using  the  corporate  form  where  all 
original  capital  needs  are  to  be  supplied  by  owners  who  expect  to  share 
in  management,  one  class  of  common  shares  is  likely  to  be  entirely  satis- 
factory and  the  least  complicated  method  of  financing.  Many  corporations 
are  formed  in  Alabama  with  just  such  a  capital  structure.  Nevertheless 
the  generalization  is  a  broad  one,  and  should  never  be  accepted  unless 
the  facts  of  a  particular  case  indicate  its  advantages.  Frequently  the  owners 
of  a  corporation  are  able  to  anticipate  from  the  date  of  incorporation  the 
need  for  a  way  to  withdraw  capital  from  the  corporation  tax  free  at  some 
time  in  the  future.  If  their  entire  investment  in  the  business  takes  the 
form  of  equity  capital  this  will  be  impossible.  It  may  be,  further,  that 
there  is  sufficient  risk  involved  to  make  even  the  owners  hesitate  to  in- 
vest in  such  a  way  that  their  entire  investment  will  be  subordinated  to 
the  claims  of  corporate  creditors  in  the  event  of  failure  as  would  be  the 
case  with  all  equity  financing.  Or  it  may  be  that  the  owners  desire  a 
distribution  of  profits,  risk  of  loss,  and  control  which  it  would  be  im- 
practical to  accomplish  through  the  use  of  equity  capital  alone.  Any  one 
of  these  or  numerous  other  reasons  might  be  suggested  for  including  some 
form  of  debt  financing  in  a  corporation's  original  capital  structure. 

The  inclusion  of  long  term  debt  in  the  capital  structure  may  have 
substantial  advantages  to  the  corporation  and  to  the  holder  of  the 
obligations,  but  it  also  has  its  pitfalls.  From  the  standpoint  of  the 
corporation,  interest  payments  on  debt  obligations  are  deductible,  thereby 
reducing  taxable  income  whereas  dividends  are  not  an  allowable  deduc- 
tion. The  individual  who  receives  the  interest  loses  his  exclusion  and 
credit  for  dividends  to  the  extent  of  the  interest  payment,  but  gains  the 
advantage  that  the  debt  can  be  retired  at  some  future  date  without 
the  amount  received  being  treated  as  ordinary  income  from  dividends. 
Furthermore,  the  corporate  franchise  tax  and  the  tax  for  a  permit  to 
do  business  as  a  corporation  are  graduated  on  the  basis  of  the  amount 
of  capital  stock,  thus  making  possible  another  annual  tax  saving  through 
low  capitalization. 

THIN  INCORPORATION 

Excessive  use  of  debt  in  the  corporation's  capital  structure  may  cause 
the  Commissioner  of  Internal  Revenue  to  view  the  case  as  one  of  "thin 
incorporation."  Such  a  holding  would  result  in  the  securities  being 
considered  stock  rather  than  debt  obligations,  so  that  the  corporation 
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would  lose  its  right  to  deduct  payments  of  "interest"  as  an  ordinary  and 
necessary  business  expense,  and  the  holders  of  the  securities  would  lose 
their  right  to  a  tax  free  recovery  of  their  capital. 

There  is  no  single  factor  which  can  be  considered  as  controlling 
when  the  question  of  thin  capitalization  arises.  The  ratio  of  debt  to 
equity  investment  is  important,  but  must  be  viewed  along  with  other 
factors.  There  have  been  cases  where  ratios  of  debt  to  equity  as  high 
as  4  to  1  and  even  9  to  1  have  been  allowed  to  stand.  These  decisions 
are  based  on  the  absence  in  any  marked  degree  of  other  characteristics 
which  might  be  more  appropriately  associated  with  stock  than  with  debt 
securities,  such  as  (1)  subordination  of  the  principal  indebtedness  to  the 
claims  of  other  corporate  creditors;  (2)  an  interest  rate  which  varied 
depending  upon  the  earnings  of  the  corporation;  (3)  the  lack  of  a 
maturity  date,  or  the  absence  of  any  right  of  the  holders  to  enforce 
payment  of  the  principal;  (4)  voting  rights,  either  absolute  or  conditional. 
An  overall  view  of  all  these  factors  considered  along  with  the  actual 
debt-equity  ratio  is  necessary  before  it  can  be  reasonably  determined 
whether  or  not  a  particular  corporation  has  "an  obviously  excessive  debt 
structure." 

DISREGARD  OF  CORPORATE  ENTITY 

Undercapitalization  carries  with  it  another  danger— the  possibility  that 
shareholders  may  be  denied  the  right  to  limited  liability  normally 
afforded  by  use  of  the  corporate  form.  There  is  nothing  in  the  Alabama 
statute  to  indicate  that  a  corporation  under  any  circumstances  need 
capitalize  for  an  amount  in  excess  of  the  $1,000  minimum.  This  is 
generally  true  of  the  corporation  acts  of  other  states.  In  view  of  the 
historical  development  of  the  concept  of  limited  liability,  one  might  take 
the  position  that  modern  corporation  statutes  are  an  outgrowth  of  efforts 
to  make  the  right  to  limited  liability  available  to  anyone  who  followed 
the  prescribed  procedures,  and  that  efforts  to  insulate  one's  self  from 
the  unlimited  liability  of  a  proprietor  or  partner  through  incorporation 
should  be  no  less  valid  because  only  the  minimum  requirements  had 
been  met.  However  appealing  such  an  argument  might  be  to  the  business- 
man about  to  undertake  a  new  and  possibly  risky  venture,  it  has  not 
found  favor  with  the  courts.  Despite  the  absence  of  any  compelling 
statutory  language,  the  doctrine  has  been  developed  that  the  purpose  of 
permitting  general  incorporation  was  to  enable  stockholders  to  risk  the 
amount  of  capital  reasonably  adequate  for  the  needs  of  the  business, 
without  subjecting  their  entire  uninvested  personal  assets  to  risk  of 
loss.  Here  again  no  exact  standard  is  available,  but  such  expressions  as, 
"an  obvious  inadequacy  of  capital,  measured  by  the  nature  and  magni- 
tude of  the  corporate  undertaking"*  indicate  the  approach  taken  to  the 
problem.  If  the  business  is  one  in  which  neither  tort  no  contractual 


♦Anderson  v.  Abbott,  231  U.S.  349,  362. 
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liability  is  likely  to  be  large,  the  minimum  may  be  sufficient,  whereas  a 
different  type  business  might  reasonably  require  a  considerably  larger 
capitalization. 

The  problem  of  disregard  of  the  corporate  entity  because  of  inade- 
quate capitalization  is  the  same  where  the  corporation  has  been  formed 
by  natural  persons  as  it  is  where  a  parent  corporation  forms  a  subsidiary 
without  adequately  financing  its  operations,  although  it  arises  more  fre- 
quently in  the  party-subsidiary  situation. 

LOANS 

Non-Governmental  Sources 

The  common  sources  of  borrowed  money  for  a  small  business  are 
private  sources,  particularly  friends,  commercial  banks,  loan  and  finance 
institutions.  This  is  probably  the  order  in  which  the  average  businessman 
in  search  of  a  loan  would  approach  them.  If  friends  are  prepared  to  help 
finance  the  needs  of  the  business  there  may  be  no  need  to  turn  to  com- 
mercial sources  at  all.  There  are  undoubtedly  many  small  businesses 
whose  very  existence  has  been  made  possible  solely  because  of  the  help 
given  to  the  owner  by  his  friends  when  financing  was  not  available  from 
any  commercial  source.  It  is  also  true  that  many  friends  have  been  the 
losers  because  their  loans  were  used  to  begin  or  continue  a  business 
venture  that  was  not  a  reasonable  risk  judged  by  objective  standards.  It 
is  difficult  to  advise  anyone  concerning  the  mixture  of  friendship  and 
borrowing  that  might  prove  workable  in  his  case,  but  generally  caution 
is  in  order. 

Commercial  banks  provide  the  great  majority  of  non-governmental 
loans  to  small  business.  There  should  be  no  hesitancy  on  the  part  of  a 
businessman  in  approaching  his  banker  about  a  business  loan,  since  the 
bank  is  in  effect  an  institution  created  for  the  purpose  of  making  loans. 
A  banker  will  always  be  glad  to  find  attractive  outlets  for  his  funds, 
and  can  be  expected  to  cooperate  within  the  limits  of  his  lending  capacity 
and  general  economic  conditions. 

Bank  loans  take  many  forms.  The  straight  commercial  loan  is  usually 
made  for  a  period  of  30  to  90  days  and  is  often  unsecured.  It  is  especially 
well  suited  to  financing  seasonal  needs  and  inventory  buildups.  Term 
loans  are  loans  extended  for  a  period  of  more  than  1  year.  They  may  be 
secured  or  unsecured,  and  in  most  cases  the  principal  is  repaid  during 
the  life  of  the  loan  in  installments.  Loans  of  this  type  are  helpful  in 
financing  expansion  of  a  business,  modernization  and  repairs,  or  any 
similar  large  expense  that  may  occur.  The  loan  contract  is  typically 
drawn  to  fit  the  situation  and  reflects  the  banker's  estimate  of  the 
borrower's  prospects.  To  some  extent  the  terms  of  the  contract,  including 
the  interest  rate,  are  subject  to  bargaining,  but  the  banker  can  be 
expected  to  include  whatever  provisions  he  believes  necessary  to  insure 
repayment. 
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Other  types  of  loans  based  on  accounts  receivable,  warehouse  re- 
ceipts, conditional  sales  contracts  or  chattel  mortgages  are  possible 
through  banks  or  finance  companies,  but  as  a  general  rule  the  borrower 
can  expect  this  kind  of  credit  to  cost  more  than  a  conventional  loan. 
Credit  obtained  from  finance  companies  will  carry  a  higher  interest  rate 
than  comparable  credit  through  a  commercial  bank.  The  finance  com- 
panies serve  a  useful  function  by  making  credit  available  to  businessmen 
who  are  unable  to  borrow  from  banks.  The  higher  charges  of  finance 
companies  are  ordinarily  justified  on  the  basis  of  greater  risk  involved. 
Although  insurance  companies  provide  loan  funds  in  large  dollar  amounts 
to  finance  business  operations,  they  represent  a  source  normally  unavail- 
able to  a  small  business. 

Governmental  Sources 

The  Small  Business  Administration  is  a  permanent  agency  of  the 
Federal  Government  established  to  advise  and  assist  small  business.  It 
offers  a  wide  variety  of  services  to  small  business,  none  of  which  should 
be  overlooked  by  the  businessman,  but  only  its  basic  loan  program  will 
be  discussed  here. 

Under  its  business  loan  program  the  SBA  is  in  a  position  to  help  a 
small  business  find  private  sources  that  will  supply  capital.  In  the  event 
that  private  funds  are  not  available  on  reasonable  terms,  the  SBA  may  be 
able  to  join  a  private  lender  in  making  a  participation  loan,  or  make  a 
direct  loan  to  the  small  business.  The  SBA  was  not  created  with  the  idea 
of  putting  the  Federal  Government  in  competition  with  private  lenders. 
Quite  the  contrary,  for  the  statute  which  created  the  agency  specifies 
that  no  financial  assistance  shall  be  extended  unless  it  is  not  otherwise 
available  on  reasonable  terms.  The  law  also  provides  that  ".  .  .  all  loans 
made  shall  be  of  such  sound  value  and  so  secured  as  reasonably  to  assure 
repayment."  These  two  requirements  might  seem  to  be  in  conflict  when 
viewed  out  of  context,  for  one  might  assume  that  in  most  cases,  if  a 
loan  could  be  sound  enough  and  reasonably  secured  so  as  to  assure 
repayment,  private  sources  would  be  willing  to  extend  the  credit.  Viewed 
in  the  light  of  the  philosophy  of  the  act,  however,  the  conflict  is  resolved, 
for  the  clear  intent  was  to  provide  a  source  of  capital  for  deserving 
small  business  operations  when  private  lenders  could  not  justify  a  loan. 
The  purpose  of  the  act  could  not  be  achieved  if  the  SBA  adopted  the 
same  standards  of  reasonableness  which  private  lenders  apply. 

The  details  of  the  SBA  loan  program  are  set  out  in  numerous  SBA 
publications  which  are  readily  available  to  all  businessmen.  In  general, 
the  SBA  may  lend  a  single  small  business  a  maximum  of  $350,000.  This 
maximum  applies  to  the  SBA  share  of  a  participation  loan,  and  to  a 
direct  SBA  loan.  When  the  SBA  participates  with  a  private  lender,  the 
maximum  SBA  participation  is  90  per  cent.  If  a  group  of  small  businesses 
form  a  corporation,  obtain  raw  material,  equipment,  inventory  or  supplies 
for  use  by  the  members,  or  set  up  and  use  research  facilities,  the  SBA 
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is  authorized  to  make  loans  to  up  to  a  maximum  of  $250,000  multiplied 
by  the  number  of  small  businesses  which  have  established  the  corporation. 
For  a  small  retail,  wholesale,  or  service  firm  which  is  unable  to  put  up 
the  collateral  usually  required  for  an  SBA  loan,  a  limited  loan  participa- 
tion plan  is  available  through  which  the  SBA  can  lend  up  to  $25,000  or 
75  per  cent  of  the  total  amount  of  the  loan. 

In  addition  to  general  credit  requirements,  a  business  must  qualify 
as  a  "small  business"  according  to  certain  size  standards  to  be  eligible 
for  an  SBA  loan.  The  SBA  has  established  standards  for  particular 
industries,  depending  on  such  factors  as  average  employment  and  yearly 
sales.  For  example,  a  wholesale  firm  is  considered  small  if  it  has  yearly 
sales  of  $5,000,000.  For  most  retail  firms  the  limit  is  $1,000,000.  A  manu- 
facturing firm  is  considered  small  if  its  average  employment  is  250,  large 
if  it  exceeds  1,000.  In  between  these  figures,  a  determination  of  eligibility 
depends  on  the  industry  involved. 

Several  interviews  with  practicing  Alabama  attorneys  who  have 
had  experience  in  processing  SBA  loan  applications  indicated  some 
interesting  attitudes.  It  was  their  opinion  that  the  principal  advantage 
of  an  SBA  loan  was  that  it  enabled  the  borrower  to  obtain  a  larger  loan 
with  less  collateral  repayable  over  a  longer  term  than  might  be  available 
through  private  financing.  It  was  their  experience  that  it  was  virtually 
impossible  to  process  a  loan  without  a  trip  to  Washington  for  the 
purpose  of  having  regulations  waived.  One  attorney  talked  of  what  he 
termed  "the  administrative  maze."  He  considered  this  to  be  a  result  of 
the  tight  money  policy  of  the  Eisenhower  administration,  and  said  he 
had  been  led  to  understand  that  attempts  were  being  made  to  improve 
the  situation.* 

Another  attorney  with  experience  in  this  field  expressed  the  belief 
that  a  private  applicant  acting  on  his  own  initiative  might  have  more 


*This  section  of  this  report  was  written  in  March,  1961.  Subsequent  developments 
concerning  the  subject  treated  herein  have  proved  interesting.  Insights  into  the  forces 
at  work  and  their  results  are  provided  by  the  following  extract  from  an  article  which 
appeared  in  the  Wall  Street  Journal  on  June  22,  1961  entitled  "Small  Business  Agency 
Eases  Collateral  Requirements  for  Its  Loans  to  Good  Risks." 

The  Small  Business  Administration  told  Congress  it  has  eased  its  collateral 
requirements  for  direct  Government  loans  for  good  business  risks. 

Small  Business  Administrator  Home,  testifying  before  the  Senate  Small 
Business  Committee,  also  disclosed  that  his  agency  is  planning  to  cut  red  tape 
in  the  program  under  which  the  Small  Business  Administration  and  private 
banks  participate  jointly  in  lending  to  small  businessmen. 

In  his  annual  review  of  Small  Business  Administration  operations,  Mr. 
Home  reiterated  steps  previously  taken  by  the  agency  to  step  up  loan  applica- 
tions and  approval:  Lowering  of  interest  rates,  increasing  the  maximum  size 
of  loans,  and  boosting  the  amount  of  loans  that  can  be  made  by  any  one 
regional  office  of  the  agency. 

During  the  Eisenhower  Administration,  Democratic  members  of  Congress  were 
often  critical  that  the  Small  Business  Administration  discouraged  rather  than 
encouraged  loan  applications.  The  criticism  was  directed  in  particular  at  a 
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success  with  the  SBA  in  applying  for  a  loan  than  that  same  individual 
might  expect  when  represented  originally  by  his  attorney. 

All  of  the  attorneys  interviewed  believed  the  SBA  to  be  a  valuable 
source  of  credit  for  the  small  business,  but  they  were  unanimous  in  the 
view  that  it  was  a  source  all  to  often  overlooked  or  neglected  by  business- 
men themselves  and  by  their  lawyers. 

EQUITY  FINANCING:  PRIVATE  SOURCES 

Equity  capital  represents  a  long  term  investment  in  a  business. 
Ordinarily  it  carries  no  assurance  to  the  investor  of  a  regular  return  on 
his  investment  and  offers  no  security  for  the  recovery  of  the  original 
investment  itself  other  than  the  expected  profits  of  the  business.  There 
are  always  a  great  many  businesses  offering  securities  for  sale,  and  also 
many  other  types  of  investments  which  are  available  to  the  individual 
with  funds  to  invest,  and  all  of  these  compete  in  the  market  with  the 
securities  offered  for  sale  by  any  particular  small  business.  Only  those 
who  have  sufficient  knowledge  of  a  business  and  its  owners  can  be 
expected  to  express  their  confidence  in  its  future  and  assume  a  share 
of  the  risks  involved  through  the  purchase  of  equity  securities.  For  most 
small  businesses  this  means  that  friends  of  the  owners  will  probably  be 
the  major  source  of  external  private  equity  capital.  To  some  extent 
their  investment  will  be  an  expression  of  confidence  in  the  owners  them- 
selves, and  a  willingness  to  help  the  new  business  venture  as  well  as  a 
desire  to  share  in  its  prosperity.  Other  groups  that  may  provide  equity 
capital  for  the  small  business  include  customers,  suppliers  and  employees 
of  the  firm.  Each  group  has  its  own  reasons  for  helping  promote  the 
success  of  the  business,  but  extensive  reliance  on  such  groups  can  have 
substantial  disadvantages.  Conflicts  over  company  policy  may  arise  when 


ruling  by  Mr.  Home's  predecessors  that  a  provision  of  the  Small  Business  Act 
which  requires  that  the  agency  shall  make  business  loans  "of  such  sound  value 
or  so  secured  as  reasonably  to  assure  repayment"  means  that  all  the  agency's 
loans  had  to  be  fully  secured  by  collateral. 

Mr.  Home  testified  he  interprets  this  law  to  permit  the  Small  Business 
Administration  "to  place  less  emphasis  on  the  collateral  factor  where  the  con- 
cern is  soundly  managed,  has  good  earnings  and  credit  record  or  has  good 
prospects — and  where  there  is,  as  the  statute  requires,  a  reasonable  assurance 
of  repayment." 

"Now  this  does  not  mean  we  will  have  checks  waiting  each  applicant,"  he 
continued.  "But  it  does  mean,  for  example,  that  applications  from  new  busi- 
nesses will  have  a  more  sympathetic  reception — and  that  the  SBA  is  not  as 
interested  in  the  liquidating  value  of  collateral  as  it  is  in  the  ability  to  pay." 

As  for  private  bank  participation  in  the  agency's  loans,  Mr.  Home  dis- 
closed that  his  agency  is  devising  simplified  application  forms  and  other  pro- 
cedures intended  to  permit  banks  to  handle  the  loans  with  a  minimum  of 
interference  and  supervision  by  the  agency.  "We  intend  to  cut  red  tape  that 
has  deterred  bank  participation  in  the  past,"  he  asserted. 
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an  investment  has  been  made  by  any  group  having  a  primary  interest 
which  is  generally  considered  to  be  different  from  that  of  management. 

It  may  be  desirable  to  offer  certain  employees  an  opportunity  to 
share  in  the  ownership  of  a  business.  It  can  be  a  strong  incentive  and 
increase  the  employees'  feeling  of  identification  with  the  business.  In 
other  situations  it  may  be  a  necessary  measure  to  retain  the  services  of 
certain  valuable  employees  in  the  future.  Suppliers  or  customers  who 
also  have  a  financial  interest  in  the  business  may  prove  to  be  enthusiastic 
supporters  of  the  company  and  its  products.  From  the  standpoint  of  the 
owners,  however,  it  may  be  undesirable  to  give  these  groups  the  rights 
and  privileges  of  shareholders.  The  owners  may  prefer  to  share  the 
functions  of  management  with  more  objective  outsiders.  Shareholders 
of  an  Alabama  corporation  have  a  right  to  inspect  the  books  and  records 
of  account  of  the  corporation  at  any  reasonable  time,  and  many  an 
owner  of  small  business  would  prefer  not  to  give  his  employees,  suppliers, 
or  customers  this  virtually  unqualified  access  to  all  his  business  records. 
There  is  also  the  possibility  that  other  suppliers  or  customers  might  be 
reluctant  to  do  business  with  a  firm  in  which  their  own  competitors 
owned  an  interest.  The  company  could  also  find  itself  in  the  position 
of  having  difficulty  hiring  additional  employees  without  extending  to 
them  equal  opportunities  for  stock  ownership.  These  sources  of  funds  are 
to  be  considered,  but  with  two  factors  clearly  in  mind:  (1)  the  amount 
of  capital  available  from  them  is  likely  to  be  limited,  and  (2)  they  involve 
possible  policy  disputes  and  use  of  these  sources  may  lead  to  undesirable 
restrictions  on  business  operations. 

There  are  times  when  a  small  businessman  needs  professional  help 
in  locating  equity  capital  even  though  he  does  not  plan  to  make  a  public 
offering  of  his  securities.  At  this  point  an  investment  banker  may  be  able 
to  offer  valuable  assistance.  It  is  the  business  of  an  investment  banker 
to  keep  informed  of  investment  opportunities  of  a  speculative  nature 
which  may  be  attractive  to  his  clients,  and  he  will  pass  on  to  them  infor- 
mation and  recommendations  concerning  equity  issues  of  promising 
companies.  Through  the  investment  banker,  the  owner  of  a  small  business 
may  broaden  his  contacts  with  private  individuals  who  have  funds  to 
invest. 

Although  it  would  be  unusual,  there  is  the  possibility  that  an 
investment  banking  house  would  be  interested  in  purchasing  a  firm's 
securities  for  its  own  account. 

PUBLIC  FINANCING  FOR  THE  SMALL  BUSINESS 

It  has  been  said  that  the  majority  of  small  businesses  do  not  give 
adequate  consideration  to  the  possibility  of  using  public  financing  as  a 
source  of  equity  capital.  The  argument  in  favor  of  public  financing  for 
small  business  can  be  made  to  sound  very  compelling.  It  goes  something 
like  this.  An  active  stock  market,  with  prices  at  or  near  all  time  highs 
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for  many  issues,  helps  generate  a  greater  demand  for  new  issues  from 
both  large  and  small  companies.  As  yields  on  stock  of  large  established 
corporations  decline,  investor  interest  naturally  turns  to  stocks  in  newer 
and  smaller  firms  where  the  chance  of  capital  appreciation  is  greater  and 
future  yields  may  be  higher.  Most  interested  will  be  the  investors  who 
can  afford  to  forego  immediate  returns  in  the  hope  of  increased  rewards 
once  a  firm  has  become  established  in  its  field.  Added  to  this  is  the  fact 
that  the  alternative  of  debt  financing  will  mean  a  fixed  charge  against 
the  company  which  must  be  met  regardless  of  the  current  position  of 
the  company,  in  good  as  well  as  bad  times.  The  interest  burden  may 
handicap  attempts  of  a  growing  business  to  use  retained  earnings  as  a 
basis  for  future  expansion. 

This  represents  one  side  of  the  question,  and  for  some  small 
businesses  the  argument  provides  a  sufficiently  realistic  approach  to  be 
decisive.  Before  any  generalizations  are  drawn  concerning  public  offer- 
ings of  securities  by  small  business  there  is  evidence  of  a  different  nature 
which  should  be  considered. 

First  of  all,  there  seems  to  be  no  doubt  that  small  firms  as  a  whole 
have  had  less  success  with  public  financing  than  large  firms.  It  is  normal 
for  even  a  small  business  to  use  an  investment  banker  or  underwriter 
as  an  intermediary  when  it  undertakes  a  public  offering  of  securities. 
If  widespread  distribution  is  necessary,  a  security  underwriting  firm  is 
probably  essential,  and  it  is  only  when  a  corporation  can  expect  to  sell 
an  entire  public  issue  within  a  limited  area  that  it  is  likely  to  succeed 
without  the  help  of  an  underwriter.  The  underwriting  firm  may  offer 
assistance  in  several  ways.  (1)  The  firm  may  buy  the  entire  bloc  of 
securities  from  the  issuer,  or  may  form  a  syndicate  to  make  the  purchase, 
The  securities  are  then  resold  either  directly  to  the  public  or  to  a 
larger  group  of  securities  dealers  who  will  in  turn  sell  to  the  public.  In 
either  event  each  subsequent  sale  is  at  a  price  differential  which  allows 
the  seller  his  profit.  This  method  has  the  advantage  to  the  issuing  corp- 
oration of  assuring  it  a  stated  price  for  the  entire  issue,  and  shifts  the 
risk  of  market  fluctuations  to  the  investment  banker.  Obviously  an 
investment  banker  would  not  be  willing  to  enter  into  this  kind  of  "firm 
commitment"  arrangement  for  shares  of  doubtful  or  unknown  market- 
ability. (2)  If  the  risk  of  distributing  the  securities  is  greater  than  an 
underwriter  is  willing  to  assume  on  a  firm  commitment  basis,  the  issuer 
may  be  able  to  obtain  no  more  than  a  "best  effort"  arrangement.  Through 
such  an  arrangement  the  investment  banker  sells  the  securities  for  the 
issuer,  acting  as  an  agent  of  the  company,  and  receives  for  his  services 
an  agent's  commission.  There  is  no  guarantee  that  any  particular  amount 
of  the  securities  will  be  sold,  so  the  risks  of  distribution  are  on  the  issuer. 

Both  these  methods  are  commonly  used  by  American  investment 
banking  houses,  but  neither  is  underwriting  in  the  so-called  strict  sense 
of  the  word.  A  company  may  simply  designate  a  certain  investment 
banker  as  an  issuing  house.  The  investment  banker  then  receives  sub- 
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scriptions  or  orders  for  the  stock  from  the  public  for  a  specified  length 
of  time  after  announcement  of  the  issue  is  made  and  at  the  end  of  that 
period,  the  issuer  distributes  the  stock.  Before  the  offering  is  made 
to  the  public  the  issuer  pays  a  fee  to  the  investment  banker,  in  return  for 
which  the  investment  banker  promises  the  issuer  that  he  will  take  what- 
ever part  of  the  issue  has  not  been  purchased  within  a  certain  time. 
The  investment  banking  house  in  this  situation  acts  as  an  insurer,  and 
actually  purchases  stock  itself  only  if  subscriptions  from  the  public  are 
not  sufficient  to  take  up  the  entire  issue.  This  type  of  underwriting 
is  not  in  common  use  in  this  country  except  in  connection  with  offerings 
made  to  existing  shareholders  of  the  issuer. 

Finally,  the  investment  banker  may  be  able  to  secure  one  or  more 
large  institutional  investors  with  the  ability  to  purchase  an  entire  issue 
of  securities.  This,  of  course,  would  make  it  unnecessary  to  have  a  public 
offering. 

Clearly  the  most  important  factor  concerning  an  issue  of  securities 
from  the  view  of  the  investment  banker  is  its  marketability.  Large  firms 
which  sell  their  products  on  a  nationwide  basis  and  are  known  throughout 
a  wide  geographic  area  to  have  substantial  assets  and  a  good  earnings 
record  are  in  a  good  position  for  finding  a  public  market  for  their 
securities.  The  newer  the  company,  the  less  impressive  its  earnings 
record,  the  more  restricted  it  is  to  a  particular  region  in  its  operation, 
the  harder  it  will  be  to  find  an  adequate  public  market  for  its  securities. 
This  is  not  to  say  that  excellent  local  markets  may  not  exist  for  the 
securities  of  local  businesses,  large  or  small,  which  enjoy  a  sound  financial 
reputation.  It  does,  however,  give  strong  support  to  the  proposition  that 
the  new,  small,  local  business  operation  is  likely  to  encounter  the 
greatest  difficulty  in  obtaining  capital  through  the  public  sale  of  equity 
securities. 

Studies  which  have  been  made  by  the  Research  Department  of 
Federal  Reserve  Bank  of  Atlanta  for  the  sixth  district  provide  some 
interesting  conclusions  concerning  the  success  of  public  offerings  made 
by  small  business.  The  sixth  district  includes  Alabama,  Georgia,  Florida, 
and  parts  of  Louisiana,  Mississippi,  and  Tennessee,  and  statistics  for 
this  region  should  be  fairly  representative  of  what  an  Alabama  business- 
man could  expect.  The  two  factors  which  were  found  to  correlate  most 
highly  with  success  in  marketing  securities  were  asset  size  and  age  of 
the  firm.  Not  only  do  the  newer,  smaller  firms  with  issues  of  less  than 
$300,000  meet  with  either  complete  or  partial  failure  in  marketing 
their  securities  more  frequently  that  the  larger,  more  established  firms, 
but  even  if  they  are  successful,  the  cost  is  high.  Whereas  firms  with 
assets  of  $5,000,000  or  more  typically  pay  only  4  per  cent  or  less  as  a 
cost  of  marketing,  firms  with  assets  of  less  than  $1,000,000  can  expect 
the  cost  of  raising  funds  to  run  from  15  per  cent  to  more  than  25  per 
cent  of  the  proceeds  of  securities  sales. 

By  and  large  the  success  of  any  small  business  in  its  attempt  to 
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secure  equity  capital  through  the  public  sale  of  securities  will  depend 
on  a  combination  of  individual  characteristics  of  the  issuer  and  general 
market  conditions  in  the  relevant  area.  In  any  period  of  time  some 
will  succeed  while  others  will  fail.  The  wise  selection  of  an  underwriter 
could  be  the  deciding  element.  Certainly  this  is  a  choice  which  should 
be  made  only  after  consultation  with  persons  having  considerable  ex- 
perience in  the  field,  the  businessman's  commercial  banker,  his  attorney 
or  his  accountant. 

THE  SMALL  BUSINESS  INVESTMENT  COMPANY 

The  scope  of  operations  of  the  Small  Business  Administration  was 
broadened  considerably  by  the  enactment  in  1958  of  the  Small  Business 
Investment  Act.  The  SBA  program  of  business  loans  has  for  some 
years  served  to  meet  the  needs  of  small  firms  for  debt  financing.  Now 
through  its  authority  to  license  small  business  investment  companies 
the  SBA  is  in  a  position  to  facilitate  equity-type  financing  of  small 
business  operations.  The  SBA  licenses,  regulates,  and  may  provide  fin- 
ancial assistance  to  privately  owned  companies,  chartered  under  state 
law,  but  operating  under  the  1958  Act.  The  small  business  investment 
company  must  have  a  minimum  of  $300,000  in  paid-in  capital  and 
surplus,  but  the  SBA  may  purchase  up  to  $150,000  in  subordinated 
debentures  in  the  investment  company  for  the  purpose  of  enabling  the 
company  to  obtain  its  required  initial  capital  of  $300,000.  SBA  may 
purchase  up  to  an  additional  $250,000  in  subordinated  debentures 
provided  that  additional  private  capital  equal  to  the  amount  of  sub- 
ordinated debentures  has  been  received  by  the  company.  SBA  may  also 
lend  to  the  investment  company  up  to  50  per  cent  of  its  paid-in  capital 
and  surplus,  not  to  exceed  $4,000,000.  Once  formed,  the  investment 
company  finances  individual  firms  by  purchasing  debentures,  convertible 
into  stock  at  the  option  of  the  investment  company,  and  by  making 
long-term  loans.  In  addition  to  purchasing  convertible  debentures,  a 
small  business  investment  company  may  finance  a  small  business  con- 
cern through  purchase  of  its  stock  of  any  class,  and  of  any  type  of 
debt  securities  (which  may  not  have  a  stated  maturity  of  less  than 
five  years)  convertible  into  stock  or  providing  warrants  or  options  to 
purchase  stock.  The  loans  may  be  made  either  directly  or  in  participa- 
tion with  other  lending  institutions.  Loans  and  investments  may  be 
made  in  participation  with  investors  or  lenders,  incorporated  or  unin- 
corporated, in  addition  to  lending  institutions.  Small  businesses  which 
take  advantage  of  this  source  of  capital  by  selling  their  convertible 
debentures  are  required  to  be  given  the  right  to  purchase  such  stock, 
if  they  so  desire. 

As  of  October  1962,  there  were  three  small  business  investment 
companies  licensed  by  SBA  and  located  in  Alabama.  In  addition,  there 
were  three  licensed  companies  located  in  other  States  but  whose  area 
of  operations  included  Alabama. 
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SECURITIES  REGULATION  UNDER  FEDERAL  LAW 

The  public  sale  of  securities  is  regulated  by  the  Securities  Act  of 
1933  at  the  Federal  level  and  by  the  Securities  Act  of  Alabama  of  1959. 
Both  statutes  state  in  effect  that  it  shall  be  unlawful  to  sell  or  offer 
to  sell  any  security  which  has  not  been  registered  with  the  appropriate 
agency  unless  either  the  security  or  the  transaction  is  specifically  exampt 
from  the  requirement  of  registration. 

The  Federal  act  has  been  called  the  "truth  in  securities"  law,  and 
has  as  its  stated  objective,  "To  provide  full  and  fair  disclosure  of  the 
character  of  securities  sold  in  interstate  and  foreign  commerce  and 
through  the  mails,  and  to  prevent  frauds  in  the  sale  thereof  .  .  ."  The 
act  is  administered  by  the  Securities  and  Exchange  Commission  (SEC). 
The  Commission,  in  enforcing  the  act,  seeks  to  protect  the  investor 
by  preventing  fraud  and  misrepresentation  in  the  sale  of  securities  and 
by  requiring  full  and  fair  disclosure  by  the  issuer  of  all  material  facts 
concerning  any  security  offered  for  sale.  In  performing  this  function 
the  SEC  does  not  attempt  to  pass  on  the  merits  of  any  security.  Its 
job  is  done  when  it  is  confident  that  the  investor  has  available  to  him 
the  truth  concerning  that  security.  The  law  is  not  intended  to  protect 
anyone  from  himself. 

An  application  for  registration  with  the  SEC  requires  that  the  issuer 
furnish  rather  extensive  information  about  the  company  and  its  business, 
the  directors  and  officers  of  the  corporation  and  their  financial  interests 
in  it,  the  securities  themselves,  underwriters  and  their  commissions,  and 
the  financial  situation  of  the  company  past  and  present.  The  preparation 
of  such  information  may  be  quite  expensive  and  time  consuming.  Further- 
more, there  may  be  valid  business  reasons  why  a  particular  business 
would  prefer  not  to  disclose  all  this  information.  Under  an  amendment 
to  the  act  designed  to  give  consideration  to  the  needs  of  small  business 
in  raising  new  capital,  the  SEC  adopted  its  Regulation  A  to  provide  a 
procedure  for  registering  issues  of  less  than  $300,000.  This  is  in  effect 
a  simplified  registration  which  in  addition  subjects  the  directors  and 
those  officers  who  sign  the  registration  statement  to  substantially  less 
liability  than  would  otherwise  be  imposed  upon  them. 

There  are  two  other  provisions  of  the  act  which  frequently  make  it 
possible  for  a  small  business  to  avoid  the  necessity  of  registering  an 
issue  with  the  SEC.  An  exemption  is  provided  for  ".  .  .  transactions  by 
an  issuer  not  involving  any  public  offering.  .  .  ."  Neither  the  statute  nor 
the  Commission's  regulations  define  a  private  offering  as  such,  so  it  is 
not  possible  to  set  out  a  specific  standard  by  which  one  can  determine 
whether  a  given  offering  is  "public"  or  "private."  However,  the  Com- 
mission has  given  an  indication  of  the  factors  which  it  will  consider 
in  making  its  determination,  and  there  is  some  judicial  opinion  which 
is  helpful.  There  is  a  good  chance  that  an  offering  will  be  classfied  as 
private  if  it  can  be  shown  that    (1)  all  the  purchasers  have  a  bona  fide 
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intent  to  hold  the  securities  for  investment  rather  than  resale,  (2)  the 
purchasers  are  persons  who  do  not  need  the  protection  of  the  act,  either 
because  of  their  acquaintance  with  the  business  of  the  issuer  or  because 
of  their  sophistication  as  investors,  and  (3)  under  all  the  circumstances 
involved,  the  number  of  offerees  was  not  excessive.  In  regard  to  the 
number  of  offerees,  twenty-five  is  probably  a  safe  maximum,  although 
under  certain  circumstances  a  larger  number  might  not  be  decisive. 
When  an  issuer  plans  to  avail  itself  of  the  private  offering  exemption, 
the  facts  surrounding  the  offering  should  be  presented  to  the  Com- 
mission. There  is  no  procedure  for  granting  an  exemption  for  a  par- 
ticular offering,  but  the  issuer  will  be  advised,  in  a  case  which  the 
Commission  considers  proper,  that  no  action  will  be  taken  if  the  pro- 
posed offering  is  not  registered. 

Wholly  intra-state  transactions  are  also  exempt.  Securities,  to  qualify 
for  this  exemption,  must  be  part  of  an  issue  which  is  offered  and  sold 
solely  to  residents  of  the  state  in  which  the  issuer  is  incorporated  and 
does  business.  Reliance  upon  this  is  risky  since  the  exemption  may  be 
lost  if  a  single  unit  of  the  issue  comes  to  rest  in  the  hands  of  one  who 
is  not  a  bona  fide  resident  of  the  state.  Resale  by  a  resident  who  was 
not  a  purchaser  for  investment  purposes  to  a  non-resident  is  sufficient 
to  defeat  the  exemption.  Furthermore,  the  issuer  is  not  entitled  to  rely 
on  the  representations  of  a  purchaser  that  he  is  a  resident— if  in  fact 
he  is  not,  there  is  no  exemption.  The  technicalities  involved  in  this 
exemption  should  serve  as  a  warning  to  those  who  would  take  advantage 
of  it,  but  it  can  be  valuable  to  an  issuing  corporation  when  the  offerees 
can  be  selected  with  care. 

THE  ALABAMA  SECURITIES  ACT 

Alabama's  new  securities  act,  which  is  patterned  after  the  Federal 
Securities  Act  of  1933,  became  effective  January  1,  1960.  It  prohibits 
fraudulent  practices  relating  to  securities  and  requires  the  registration 
of  securities  dealers  and  salesmen,  in  addition  to  making  it  unlawful  to 
sell  any  security  in  the  state  unless  it  is  registered  under  the  act,  or  the 
security  is  an  exempt  security,  or  the  sale  is  an  exempt  transaction. 

Three  procedures  for  registration  are  set  out  in  the  act.  Registra- 
tion by  notification  is  a  simplified  procedure  available  to  existing  cor- 
porations which  meet,  or  whose  predecessor  met,  certain  financial  stand- 
ards. For  newer  corporations  and  corporations  with  poorer  financial 
records  registration  by  qualification  is  required.  This  procedure  is  con- 
siderably more  involved  and  far  more  extensive  financial  data  must  be 
furnished.  The  third  method  is  registration  by  coordination,  a  procedure 
available  for  securities  for  which  a  registration  statement  has  been  filed 
under  the  Securities  Act  of  1933  in  connection  with  the  same  offering. 

The  Securities  Commissioner,  who  is  the  Attorney  General  of  Ala- 
bama, has  a  great  deal  of  power  in  connection  with  the  registration  of 
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a  corporation's  securities,  and  may  delay  the  sale  of  any  securities  when 
questionable  circumstances  exist  regarding  the  securities  or  the  issuer. 
There  is  a  filing  fee  of  $25  plus  a  registration  fee  of  1/20  of  1  per  cent  of 
the  aggregate  of  the  offering  price  of  the  securities  to  be  offered  in  Ala- 
bama, the  fee  not  to  exceed  $1,000,  and  if  the  securities  are  to  be 
registered  by  qualification,  the  applicant  must  furnish  a  bond  in  an 
amount  fixed  by  the  Commissioner,  or  not  less  than  $1,000  nor  more 
than  $100,000. 

Clearly  it  is  advantageous  to  qualify  either  a  security  or  the  trans- 
action as  exempt  whenever  possible.  Normally  none  of  the  exemptions 
of  securities  under  the  act  will  be  available  to  a  small  business.  The 
security  exemptions  are  primarily  in  favor  of  securities  issued  by  the 
United  States  or  a  friendly  foreign  nation,  certain  banking  institutions 
and  public  utilities,  non-commercial  organizations,  or  securities  approved 
for  listing  on  an  organized  stock  exchange. 

There  are  some  fourteen  types  of  exempt  transactions,  but  as  with 
the  security  exemptions,  few  of  these  would  have  any  applicability  to 
the  small  business  corporation.  One  exemption  does  apply  to  many 
closely  held  corporations  however.  It  provides  an  exemption  for  any 
transaction  pursuant  to  an  offer  directed  to  not  more  than  ten  persons 
in  the  state  during  any  period  of  twelve  consecutive  months  if  (1)  the 
seller  reasonably  believes  that  all  the  buyers  are  purchasing  for  invest- 
ment, and  (2)  no  commission  is  paid  for  soliciting  any  prospective  buyer. 
This  provision  goes  on  to  say  that  as  to  any  security  or  transaction  the 
Commissioner  may  withdraw  or  further  condition  this  exemption  or 
increase  or  decrease  the  number  of  offerees  permitted,  or  waive  either 
of  the  conditions. 

For  the  small  closely  held  corporation,  the  state  securities  act  should 
present  no  serious  problems.  The  securities  industry  itself  has  become 
more  and  more  regulated  since  1933,  but  it  is  doubtful  whether  there 
are  yet  sufficient  safeguards  for  the  investing  public.  From  the  stand- 
point of  the  corporation  contemplating  the  sale  of  a  securities  issue,  the 
more  stringent  regulations  have  a  distinct  advantage,  for  they  help  build 
investor  confidence  and  tend  to  strengthen  the  market  for  all  securities. 
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Chapter  III 

CONTROL  AND  MANAGEMENT  OF  A 
SMALL  BUSINESS 

At  the  time  a  business  is  being  formed,  it  is  usually  difficult  for 
the  persons  involved  to  anticipate  and  plan  for  many  of  the  problems 
which  may  arise  in  the  operation  of  their  business.  Particularly  is  this 
true  in  the  field  of  management  and  control  of  the  business.  This  is 
normal,  since  typically  plans  for  forming  a  new  business  are  made  when 
personal  relations  are  harmonious  and  the  prevailing  atmosphere  is  one 
of  optimism.  If  it  were  otherwise,  there  would  be  little  incentive  to 
undertake  most  new  ventures.  As  is  so  often  the  case,  it  is  at  this  time 
when  objectivity  is  so  difficult  to  achieve  that  it  is  most  important. 
There  is  a  great  temptation  to  assume  that  the  individuals  who  are 
now  on  good  terms  will  always  be  able  to  work  out  mutually  satisfactory 
solutions  to  new  problems  as  they  arise,  thus  making  it  unnecessary  to 
go  into  detail  beforehand  in  specifying  how  to  deal  with  problems 
which  are  unpleasant  to  think  about,  and  which  may  never  actually 
arise  anyway.  So  prevalent  is  this  attitude  of  good  will  and  optimism, 
that  it  is  sometimes  considered  a  sign  of  bad  faith  for  one  of  the  parties 
to  suggest  a  thorough  analysis  of  what  the  situation  would  be  if  things 
did  not  work  out  as  favorably  as  originally  anticipated.  It  is  not  unusual 
to  hear  the  suggestion  that  an  individual  appears  to  be  more  interested 
in  "his  rights"  than  he  is  in  the  success  of  the  business  if  he  presses 
the  issue. 

Even  if  the  parties  involved  make  no  specific  provisions  for  such 
matters  as  resolving  disputes  over  company  policy,  transferring  owner- 
ship interests,  or  distribution  of  profits,  they  have  not  escaped  making 
many  decisions  indirectly.  The  legal  framework  within  which  the  busi- 
ness will  exist  is  such  that  in  the  absence  of  express  agreements  between 
the  parties,  the  law  presumes  certain  relationships  to  exist,  and  establishes 
certain  rights  and  obligations  for  them.  Through  the  drafting  of  a 
partnership  agreement  or  a  corporate  charter  and  by-laws,  the  parties 
have  in  effect  the  opportunity  to  determine  the  rules  that  will  be  applied 
to  them  in  their  control  and  management  of  the  business.  Within  broad 
limits  of  public  policy  the  parties  may  make  the  law  by  which  they  will 
be  governed.  In  some  instances  the  general  law  may  prove  entirely 
satisfactory,  and  due  consideration  will  lead  to  a  decision  to  say  nothing 
about  a  particular  matter,  leaving  the  situation,  should  it  arise,  to  be 
governed  by  statutory  provisions  or  decisional  law  that  would  otherwise 
control. 
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THE  NEED  FOR  PROFESSIONAL  ADVICE 

This  suggests  that  even  a  small  operation  would  be  well  advised  to 
obtain  legal  advice  in  the  planning  stage.  The  view  of  an  outsider  lends 
needed  objectivity  to  the  decision  making.  A  person  with  legal  training 
is  in  a  better  position  to  anticipate  the  types  of  situations  which  may 
arise  in  the  particular  type  of  business  being  formed.  If  a  business  it  to 
be  conducted  as  a  proprietorship  or  partnership,  there  is  no  absolute 
necessity  for  legal  assistance  because  of  the  informality  with  which  such 
organizations  may  be  formed.  The  individual  may  simply  decide  to 
begin  business,  or  partners  may  become  such  through  informal  agree- 
ments. It  is  probable,  however,  that  the  services  of  an  attorney  will  be 
needed  at  some  future  date,  especially  if  the  business  is  a  success,  to 
help  with  such  matters  as  expansion,  changing  the  form  of  organization 
or  estate  planning.  These  later  plans  may  be  much  easier  to  put  into 
operation  if  the  lawyer  has  participated  in  the  planning  from  the  start. 

If  the  corporate  form  is  chosen  it  is  unlikely  that  the  business  itself 
can  be  set  up  without  the  services  of  an  attorney.  However,  even  when  an 
attorney  has  been  consulted  for  organizing  the  corporation,  the  parties 
forming  the  business  should  agree  to  have  the  attorney  do  a  thorough  job 
of  planning  with  an  eye  to  the  long  run  possibilities,  including  a  con- 
sideration of  the  business  expectancies  beyond  the  lifetime  of  the  indi- 
viduals orginally  involved.  To  a  great  many  owners  of  small  businesses 
the  business  itself  represents  not  only  a  life  work  and  occupation  but 
also  the  principal  asset  to  be  included  in  the  estate  which  will  pass  on 
to  the  owner's  family  at  the  time  of  his  death.  A  successful  business,  as  a 
going  concern,  may  have  considerable  value.  Careful  planning  is  necessary 
to  insure  preservation  of  this  value  when  ownership  changes  hands,  either 
as  a  result  of  death  or  withdrawal  of  an  owner  or  owners.  The  only  way 
this  type  of  problem  can  be  permanently  avoided  is  through  business 
failure,  and  this  could  hardly  be  viewed  as  a  desirable  alternative.  From 
this  standpoint  it  becomes  clear  that  it  is  nothing  short  of  nonsense  to 
undertake  any  substantial  business  venture  without  thorough  planning. 
Going  into  business  is  similar  to  a  great  many  other  situations  in  life — 
the  ease  with  which  one  can  get  into  it  is  no  indication  of  the  difficulties 
that  may  be  involved  in  getting  out  of  it. 

CENTRALIZED  CONTROL  OF  THE  PROPRIETORSHIP 

For  a  business  operated  as  a  proprietorship  there  are  obviously  no 
problems  involving  distribution  of  managerial  control,  since  there  is 
only  a  single  owner.  Creditors  may  have  contractual  rights  to  take  some 
part  in  the  decision  making  process,  but  ordinarily  their  control  can  be 
exercised  only  in  a  negative  way  through  the  power  to  veto  certain  types 
of  actions  as  long  as  the  debtors  obligations  remain  outstanding.  It  is 
unlikely  that  a  creditor  will  be  willing  to  run  the  risk  of  incurring 
liability  as  a  partner  by  taking  too  active  a  part  in  the  management  of 
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the  business.  This  freedom  in  managing  the  business  is  one  of  the 
principal  advantages  of  the  proprietorship,  and  is  an  attractive  feature 
to  many  people. 

PARTNERSHIP  PLANNING  AND  INDIVIDUAL  NEEDS 

The  general  rules  governing  management  of  partnership  are  rela- 
tively simple.  In  the  absence  of  any  agreement  to  the  contrary  each 
partner  has  an  equal  voice  in  the  affairs  of  the  business,  and  there  is 
no  right  to  exclude  any  partner.  This  applies  irrespective  of  the  amount 
of  capital  contributed  by  each  partner,  and  without  regard  to  the  sharing 
of  profits  or  losses.  All  decisions  which  are  within  the  scope  of  the 
partnership  business  are  made  by  a  majority  of  the  partners,  and  the 
majority  are  in  a  position  to  bind  the  minority,  even  in  matters  in  which 
the  minority  actively  dissents.  However,  acts  not  within  the  normal  scope 
of  partnership  business  require  a  consent  of  all  the  partners. 

In  Alabama  it  is  possible  for  a  partner  who  disapproves  of  a  decision 
of  the  majority  to  limit  his  personal  liability  regarding  that  particular 
transaction  by  giving  notice  to  the  third  person  that  he  does  not  intend 
to  be  liable  on  that  partnership  obligation.  For  example,  one  member 
of  a  firm  may  notify  a  supplier  not  to  extend  credit  to  the  firm  without 
his  order.  If  the  seller  does  extend  credit  without  the  approval  of  this 
partner  after  notice,  the  partner  will  not  be  liable  individually.  Unless 
actual  notice  is  communicated  to  such  creditors,  the  minority  partner 
is  liable  as  though  he  had  approved  the  action. 

The  converse  of  the  rule  that  a  majority  of  the  partners  have  the 
power  to  make  decisions  concerning  partnership  business  is  also  true- 
that  is,  it  takes  a  majority  vote  to  make  a  decision.  In  the  case  where  the 
partnership  is  composed  of  an  even  number  of  partners,  this  takes  on 
considerable  significance.  If  there  are  only  two  partners  neither  represents 
a  majority,  and  in  effect  there  exists  a  requirement  for  unanimous  agree- 
ment on  every  decision.  Since  there  are  no  statutory  provisions  for 
resolving  deadlock  situations,  there  is  frequently  no  course  other  than 
dissolution  of  the  partnership  when  disagreement  arises.  Forced  dissolu- 
tion of  the  partnership  with  a  division  of  the  assets  of  the  business  is 
usually  unprofitable  for  all  concerned,  since  typically  the  assets  have 
their  greatest  value  in  a  going  concern.  Yet  the  partners  may  be  left 
with  little  choice  if  they  have  failed  to  provide  a  method  for  resolving 
disputes  should  they  be  unable  to  agree  among  themselves.  If  the  indi- 
viduals involved  have  accepted  beforehand  a  method  for  reaching  a 
decision  where  they  themselves  are  at  odds,  it  may  be  relatively  easy  to 
accept  an  objective  resolution  of  the  problem,  as  for  example,  a  decision 
by  an  independent  arbitrator.  In  many  cases  the  actual  decision  may  be 
of  less  importance  that  the  personalities  involved  on  the  opposite  sides. 
Where  this  is  true  an  established  procedure  for  resolving  disputes  has 
the  advantage  of  offering  both  sides  a  way  to  compromise  without  losing 

39 


face,  and  at  the  same  time  it  protects  the  financial  interests  of  all 
concerned. 

Unless  other  arrangements  are  made  by  the  partners,  they  will  share 
equally  in  the  profits  of  the  business.  A  partner  is  not  considered  to  be 
entitled  to  any  compensation  for  services  rendered  to  the  partnership,  nor 
does  his  capital  contribution  draw  interest.  This  means  that  any  indi- 
vidual differences  in  financial  needs  that  must  be  met  out  of  partner- 
ship funds  should  be  planned  for  specifically.  A  young  partner  with 
pressing  family  obligations  and  no  substantial  outside  source  of  income 
may  need  the  assurance  of  at  least  minimum  salary  paid  monthly.  An 
older  partner,  with  other  financial  interests  may  be  satisfied  to  make 
withdrawals  semi-annually  or  even  annually.  Similarly,  there  may  be 
reasons  for  wanting  an  arrangement  whereby  the  partners  will  share  in 
the  profits  and/or  losses  of  the  business  on  other  than  an  equal  basis. 
Where  the  capital  contributions  are  not  equal,  there  may  be  justification 
for  sharing  profits  in  relation  to  each  partners'  contribution.  If  one  or 
more  partners  devote  full  time  to  partnership  business,  and  other  partners 
devote  only  part  time  to  work  in  the  business,  this  might  serve  as  a  basis 
for  determining  the  respective  shares  of  profit  and  loss.  The  time  to  work 
out  such  details  is  when  the  partnership  is  being  formed  and  before 
operations  have  begun. 

All  these  factors  apply  with  equal  force  to  any  consideration  of 
how  voting  power  should  be  distributed  among  the  partners.  If  one  of 
four  partners  puts  up  50  per  cent  of  the  capital  for  the  firm,  he  might 
well  feel  that  he  should  have  a  voice  equal  to  that  of  the  other  three 
combined  in  making  decisions  affecting  the  business.  On  the  other  hand, 
a  partner  who  is  active  in  the  operation  of  the  business  might  feel 
justified  in  demanding  a  deciding  vote  on  matters  relating  to  manage- 
ment policy,  even  though  he  may  have  contributed  a  smaller  amount  of 
capital  than  a  less  active  partner. 

Where  individual  partners  have  special  talents  or  different  interests, 
it  is  sometimes  desirable  to  divide  the  managerial  powers  on  a  functional 
basis.  In  a  small  manufacturing  business,  for  example,  one  partner  with 
sales  experience  might  be  given  the  authority  to  make  day  to  day  decisions 
affecting  sales  operations,  and  be  subject  to  veto  from  his  partners  only 
on  matters  affecting  over-all  firm  policy.  Another  partner  with  technical 
skills  could  be  given  personal  responsibility  for  managing  production, 
with  the  right  to  make  independent  decisions  related  to  his  area. 

Because  of  the  nature  of  a  partnership,  there  are  no  problems  of 
transfer  of  an  interest  in  the  business  such  as  exist  when  the  corporate 
form  is  employed.  No  one  may  become  a  partner  without  the  consent 
of  all  existing  partners,  so  no  partner  need  worry  that  an  interest  in 
the  firm,  with  a  right  to  participate  in  its  management,  may  be  trans- 
ferred to  an  unacceptable  third  party.  If  a  partner  transfers  his  interest 
in  the  partnership  to  a  third  person,  the  partnership  is  dissolved  and 
the  third  person  acquires  only  a  right  to  share  in  the  distribution  of 
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the  partnership  property.  The  death  or  withdrawal  of  a  partner  likewise 
terminates  the  partnership.  It  is  possible  for  the  partners  to  provide 
contractually  during  their  lifetime  that  the  partnership  will  continue 
upon  the  death  of  any  partner.  Such  an  agreement  frequently  has  as  its 
purpose  the  preservation  of  the  going  concern  value  of  the  business, 
and  to  this  end  may  provide  that  the  interest  of  the  deceased  partner  is 
to  remain  in  the  partnership  for  a  specified  period  of  time,  sharing 
in  the  profits  and  being  subject  to  any  possible  losses.  This  eliminates 
the  necessity  of  an  immediate  liquidation  of  the  partnership  assets,  and 
preserves  control  of  the  business  in  the  surviving  partners.  It  is  some- 
times provided  that  the  executor  of  the  deceased,  his  nominee,  or  another 
person  identified  in  the  agreement  shall  succeed  the  deceased  in  the 
partnership.  Although  binding  contractual  obligations  to  this  effect  may 
be  created,  so  that  surviving  partners  will  be  liable  in  damages  for 
breach,  specific  performance  of  such  a  contract  is  not  an  available 
remedy.  The  named  person  may  decline  to  become  a  partner,  in  which 
case  the  result  would  be  failure  of  a  necessary  condition  to  the  interest 
of  the  surviving  partner  being  left  in  the  partnership.  This  would 
necessitate  an  immediate  settlement  of  the  affairs  of  the  partnership. 

In  the  absence  of  an  agreement  concerning  the  decedent's  interest, 
the  surviving  partners  have  an  obligation  to  wind  up  the  business  of  the 
firm  within  a  reasonable  time,  and  are  held  to  be  fiduciaries  as  to  the 
interest  of  the  deceased. 

BUILDING  A  CORPORATE  FRAMEWORK  TO  FIT 
THE  OWNERS'  NEEDS 

The  Necessity  For  A  Board  of  Directors 

Corporate  management  and  control  exist  within  a  three-part  struc- 
ture. Shareholders  elect  a  board  of  directors  and  pass  on  major  corporate 
actions  but  as  a  general  rule  do  not  act  in  relation  to  the  ordinary 
business  of  the  corporation.  The  board  of  directors  serves  as  a  policy 
making  group  for  the  corporation,  and  selects  its  officers.  The  officers 
have  the  responsibility  of  carrying  out  the  policies  of  the  board  of 
directors  in  the  day-to-day  operation  of  the  business.  Directors  are  a 
necessary  part  of  the  corporate  structure— the  statutory  requirement  in 
Alabama  being  that  a  corporation  shall  have  not  less  than  three  directors. 
The  basis  for  requiring  that  a  corporation  have  directors  is  probably 
historical;  a  hold-over  from  times  when  corporations  were  chartered  by 
special  act  of  the  legislature,  rather  than  created  under  the  type  of  general 
incorporation  statutes  which  exist  in  all  states  today.  Since  the  benefits 
of  incorporation  were  considered  a  privilege  available  only  as  a  con- 
cession from  the  sovereign  power  of  the  state,  it  was  deemed  appropriate 
that  those  who  received  these  corporate  benefits  should  operate  only  with- 
in the  framework  established  by  the  sovereign.  This  framework  tradition- 
ally included  a  board  of  directors  as  the  policy  making  unit.  In  a  sense  this 
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created  a  form  of  corporate  government  which  was  in  accord  with 
democratic  tradition  of  representative  government. 

Over  the  years  economic  realities  have  exerted  their  influence  on 
legal  conceptualism  on  this  point,  the  result  being  a  gradual  change  in 
attitude.  There  is  an  increasing  tendency  to  view  the  corporation  as  just 
another  form  of  business  organization  in  which  the  parties  are  allowed 
to  determine  for  themselves  how  the  management  of  the  business  and 
other  rights  and  duties  are  to  be  regulated.  The  change  has  not  been 
complete,  however.  Little  emphasis  is  placed  on  he  role  of  the  sovereign 
in  the  creation  of  a  corporation  under  present-day  corporation  acts  or  in 
the  attitude  of  most  courts,  but  there  has  been  a  reluctance  to  break 
completely  with  old  concepts. 

The  Alabama  Business  Corporation  Act  still  retains  the  basic  idea 
that  a  corporation  is  a  business  to  be  managed  by  a  board  of  directors. 
Specifically,  it  states:  "Except  as  may  be  otherwise  provided  in  the  cer- 
tificate of  incorporation,  the  business  and  affairs  of  a  corporation  shall 
be  managed  by  a  board  of  directors."  There  is  nothing  in  the  language 
of  the  statute  to  indicate  what  limitations,  if  any,  would  be  placed  on 
the  phrase,  "except  as  may  be  otherwise  provided,"  but  presumably  the 
statute  contemplates  the  necessary  existence  of  a  board  with  at  least 
some  powers.  What  this  means  in  practice  is  that  there  are  a  great  many 
things  that  can  be  accomplished  in  the  way  of  by-passing  the  necessity 
of  action  by  a  board  of  directors  if  a  corporate  charter  is  carefully 
planned,  but  there  is  no  certainty  as  to  where  the  lines  may  be  drawn 
in  any  particular  case. 

This  is  a  matter  of  little  concern  for  most  large  publicly  held  cor- 
porations which  find  it  impractical  to  operate  in  any  way  other  than 
through  directors  or  a  similar  group  selected  by  the  shareholders.  For 
the  small  business  operating  in  the  corporate  form  the  situation  is  fre- 
quently very  different.  Such  a  corporation  is  typically  closely  held,  with 
stock  ownership  concentrated  in  the  hands  of  a  few  persons  or  even  a 
single  individual.  The  owners  are  likely  to  be  the  ones  who  will  operate 
the  business,  and  they  expect  to  set  its  policy.  If  a  corporation  is  owned 
by  three  men,  for  example,  it  is  common  to  find  that  they  are  not  only 
the  sole  shareholders,  but  also  the  three  directors  and  the  principal 
officers.  In  any  situation  similar  to  this  where  the  shareholders  actually 
constitute  a  group  who  are  capable  of  managing  the  business  and  are 
not  so  numerous  as  to  make  it  impractical,  the  statutory  requirement  that 
a  corporation  have  a  board  of  directors  serves  little  or  no  useful  purpose. 
It  may,  in  fact,  present  a  considerable  hazard  for  the  well-meaning  but 
unwary. 

Action  as  a  Board 

Directors  are  generally  held  to  be  invested  with  their  managerial 
powers  as  a  board,  so  that  action  taken  informally,  without  the  procedures 
of  a  directors  meeting  may  be  held  invalid.  The  idea  behind  requiring 

42 


action  by  the  directors  as  a  board  apparently  was  that  the  shareholders 
were  entitled  to  the  benefit  that  might  accrue  from  a  full  discussion 
and  consideration  of  a  given  matter  before  a  quorum  of  the  directors.  In 
line  with  this  thinking,  many  courts  have  held  that  the  acts  of  a  majority 
of  the  directors  of  a  corporation  will  not  bind  the  corporation  when  done 
without  a  meeting.  Other  courts  have  recognized  that  there  is  nothing 
inherently  wrong  with  the  informality  regarding  corporate  procedures 
so  often  present  in  the  closely-held  corporation  where  the  owners  con- 
sider themselves  essentially  as  partners.  More  than  once  the  Alabama 
Supreme  Court  has  recognized  that  a  close  relationship  among  individuals 
who  are  the  sole  shareholders  and  also  the  directors  of  a  corporation 
might  justify  an  exception  to  the  general  rule  requiring  a  directors  meet- 
ing, but  the  Court  has,  at  the  same  time  pointed  out  that  the  general 
rule  was  still  accepted  as  sound  law. 

Agreements  Restricting  Director  Action 

The  requirement  that  a  corporation's  affairs  be  managed  by  a  board 
of  directors  has  implications  far  beyond  the  mere  imposition  of  procedural 
formalities.  The  concept  of  a  director  adds  considerably  to  the  problem 
of  distributing  among  the  owners  the  power  to  control  a  corporation.  A 
director  occupies  a  unique  position  in  the  corporate  structure.  He  is  a 
fiduciary,  but  his  responsibilities  are  to  the  corporation,  not  to  the  share- 
holders individually.  He  is  elected  by  the  shareholders,  but  he  is  not 
a  representative  of  the  shareholders  who  have  elected  him.  Whereas 
there  is  no  policy  objection  to  a  contractual  arrangement  among  share- 
holders as  to  how  they  will  vote  their  stock  in  a  corporation,  directors 
normally  are  not  allowed  to  enter  agreements  which  will  limit  their 
discretion  in  voting  on  matters  of  corporate  business.  Public  policy  re- 
quires that  a  director  be  free  to  exercise  his  best  judgment  as  a  fiduciary 
of  the  corporation  when  engaged  in  the  conduct  of  its  affairs.  In  some 
jurisdictions  an  exception  has  been  recognized  in  cases  where  the  dir- 
ectors themselves  are  the  complete  owners  of  the  corporation.  Where 
the  parties  to  an  agreement  purporting  to  bind  dirctors  in  future  actions 
are  the  sole  shareholders  there  is  apparently  no  reason  for  failing  to 
enforce  the  agreement.  An  agreement,  for  example,  between  three 
directors  who  were  also  the  sole  shareholders  that  they  would  vote  to 
employ  themselves  as  officers  of  the  company  at  reasonable  salaries  so 
long  as  each  remained  competent  and  faithful  to  the  business  should  be 
enforceable. 

A  comment  made  by  the  highest  court  of  a  sister  state  as  recently 
as  1944  indicates  how  firmly  the  historical  view  of  the  corporate  structure 
has  taken  root.  The  court  said:  "A  private  business  corporation  without 
a  board  of  directors  is  an  impossible  concept." 

Modern  statutory  developments  have  made  it  easier  for  individuals 
who  choose  the  corporate  form  to  devise  a  legal  framework  that  meets 
their  particular  wishes,  but  it  may  require  a  lawyer  with  considerable 
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skill  to  put  their  plans  into  operation.  The  desired  limitations,  restric- 
tions, controls,  and  powers  can  usually  be  arranged  through  a  series  of 
steps  which  to  the  non-lawyer  often  seem  unnecessarily  complicated, 
burdensome,  or  devious.  The  lawyer,  more  accustomed  to  procedural 
technicalities,  merely  accepts  this  as  a  way  things  may  have  to  be  done. 
Doing  them  is  a  large  part  of  his  craftmanship.  In  only  two  states,  Iowa 
and  Wisconsin,  have  the  legislatures  been  willing  to  give  full  recognition 
to  a  long  standing  fact  of  business  life— the  one-man  corporation— and 
allow  a  singe  individual  to  incorporate.  All  other  states  require  the 
traditional  three  incorporators  and  three  directors  while  it  remains 
common  knowledge  that  dummies  are  used  when  there  are  not  three 
persons  actually  interested  in  the  business.  When  the  recently  enacted 
Alabama  Business  Corporation  Act  was  under  consideration  by  a  com- 
mittee of  the  Alabama  Bar  there  were  apparently  no  objections  to  a 
provision  allowing  one  person  to  incorporate.  According  to  one  of 
the  members  of  that  committee  the  group  simply  felt  that  such  a  proposal 
would  be  too  broad  a  departure  from  the  established  rule  to  gain  ready 
acceptance  by  the  legislature,  and  if  included  it  might  hurt  the  chances 
of  having  the  act  passed  at  all.  Furthermore,  the  attitude  of  the  com- 
mittee seemed  to  be  that  even  though  this  would  be  both  helpful  and 
realistic,  the  more  roundabout  procedure  was  readily  available,  accom- 
plished virtually  the  same  result,  and  was  not  unduly  complicated.  It 
would  be  hard  to  question  the  wisdom  of  the  committee  in  such  a 
decision. 

The  One-Man  Corporation 

There  are  many  businesses  which  are  owned  by  a  single  individual. 
If  the  owner  wishes  to  incorporate  his  business  in  Alabama  he  may  do 
so,  but  he  must  have  at  least  two  other  persons  join  him  as  incorporators. 
There  must  also  be  three  directors.  There  is  a  specific  statutory  provision 
saying  that  the  directors  need  not  be  shareholders  unless  the  certificate 
of  incorporation  so  requires  but  there  is  no  similar  statement  regarding 
incorporators.  The  statute  does  say  that  the  certificate  shall  contain  the 
names  and  addresses  of  the  incorporators  and  "the  number  of  shares 
subscribed  by  each."*  It  does  not  state  that  each  incorporator  must 
subscribe  for  any  shares  at  all  or  even  purchase  any  shares.  There  is,  on 
the  other  hand,  a  provision  that  "All  outstanding  shares  of  a  corporation 
may  be  owned  by  one  person  or  corporation  or  foreign  corporation."** 
Viewed  over  all,  these  provisions  would  seem  to  indicate  that  it  would  be 
acceptable  procedure  to  form  a  corporation  with  the  necessary  three 
incorporators,  but  issue  stock  only  to  the  individual  who  was  to  own 
the  entire  business.  The  virtually  unanimous  practice  among  Alabama 
attorneys,  however,  includes  the  two  step  process  of  issuing  at  least  one 
share  of  stock  to  each  of  three  persons,  then  having  the  dummy  incorpora- 


*  Alabama  Business  Corporation  Act,  Section  4  (6). 
** Alabama  Business  Corporation  Act,  Section  32. 
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tors  transfer  their  shares  to  the  real  owner.  One  attorney  interviewed 
told  of  a  family  corporation  he  had  formed  recently.  The  corporation 
was  set  up  with  10,000  shares  of  stock  authorized,  all  to  be  issued  at  the 
time  the  corporation  was  formed.  A,  the  principal  shareholder,  received 
6,999  shares.  B,  A's  brother,  received  3,000  shares,  and  C,  A's  son,  received 
1  share.  His  comment  was  "It  might  have  been  just  as  good  without  C 
as  a  shareholder,  but  this  way  I'm  absolutely  sure."  After  all,  profession- 
ally speaking,  lawyers  tend  to  be  very  conservative. 

Where  one  shareholder  does  own  all  or  substantially  all  the  stock 
of  a  corporation,  he  will  ordinarily  have  ultimate  and  complete  control 
of  the  corporation  in  all  circumstances.  The  only  serious  threat  to  his 
control  would  come  from  a  quarrel  or  other  serious  difference  of  opinion 
between  himself  and  the  remaining  directors.  If  such  a  possibility  had 
not  been  provided  for,  the  owner  could  conceivably  find  himself  outvoted 
and  temporarily  without  a  remedy.  This  situation  can  be  handled  through 
the  use  of  two  charter  or  by-law  provisions.  The  first  should  give  the 
holders  of  a  majority  of  the  shares  of  stock  outstanding  the  right  to 
remove  a  director  from  office  without  cause  at  any  time.  The  second 
should  provide  that  any  officer  can  be  removed  pre-emptorily  by  the 
board  of  directors  at  any  time.  The  general  rule  of  law  which  prevails 
in  Alabama  is  that  in  the  absence  of  such  provisions  a  director  cannot 
be  suspended  or  removed  from  office  until  the  end  of  his  term,  at  least 
without  cause.  This  rule  has  been  the  subject  of  criticism  by  authorities 
on  corporation  law  but  the  Alabama  court  has  not  seen  fit  to  change  it, 
nor  has  the  legislature. 

Control  Problems  When  a  Substantial  Minority  is  Involved 

The  sole  owner  of  a  corporation  may  find  it  necessary  or  desirable 
to  allow  some  of  the  shares  of  stock  in  the  corporation  to  pass  into  the 
hands  of  other  people.  Outside  capital  may  be  needed  for  business  pur- 
poses, employees  may  want  a  way  to  share  in  the  profits  of  the  business, 
or  the  owner  may  wish  to  make  gifts  of  the  corporation's  stock  to  family 
members  for  the  purpose  of  minimizing  estate  taxes.  Whatever  the  owner's 
purpose,  he  may  want  to  insure  that  he  will  remain  in  control  of  the 
business,  in  terms  of  its  policy  and  its  daily  operations,  despite  the  wider 
distribution  of  share  ownership.  In  most  cases  this  can  be  accomplished 
by  retaining  any  amount  in  excess  of  50  per  cent  of  the  voting  stock.  If 
there  is  no  requirement  for  cumulative  voting,  this  will  allow  the  majority 
shareholder  to  elect  the  entire  board  of  directors.  But  a  bare  majority  of 
the  voting  stock  will  not  assure  complete  control  of  an  Alabama  corpora- 
tion. Where  a  sale  of  all  the  assets,  merger,  consolidation  or  dissolution 
is  involved,  a  two-thirds  vote  of  all  the  outstanding  shares  of  the  corpora- 
tion is  required  by  statute  for  approval.  It  should  be  noted  that  the  use 
of  non-voting  stock  as  a  device  for  preserving  control  in  the  original 
owner,  though  legal  in  Alabama  and  effective  generally,  will  be  of  no 
value  in  these  situations  where  a  vote  is  specifically  given  to  all  shares  of 
stock  outstanding. 
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Voting  Trusts 

In  Alabama  any  number  of  stockholders  of  a  corporation  may  create 
a  voting  trust  and  confer  upon  a  trustee  or  trustees  the  right  to  vote  their 
stock  for  a  period  not  to  exceed  ten  years.  Legal  title  to  the  stock  is 
transferred  to  the  trustees,  in  return  for  which  the  former  shareholders 
receive  voting  trust  certificates.  The  voting  trust  agreement  specifies  the 
terms  and  conditions  under  which  the  trustees  are  to  function.  A  properly 
drafted  trust  agreement  can  be  very  effective  in  achieving  and  maintaining 
voting  control  of  a  corporation. 

The  validity  of  voting  trusts  is  recognized  in  the  new  Alabama  act. 
Prior  to  the  passage  of  the  act  there  was  no  statutory  reference  to  voting 
trusts,  but  there  was  an  Alabama  decision  indicating  that  a  voting  trust 
formed  for  a  legitimate  purpose  and  for  a  reasonable  length  of  time 
would  be  recognized  as  lawful. 

At  certain  times  in  the  country's  financial  history  the  voting  trust  has 
been  used  as  a  device  for  manipulating  corporate  control  to  such  an  extent 
that  it  has  been  almost  thoroughly  discredited  in  the  eyes  of  some  reputable 
commentators.  It  has  been  described  as  "little  more  than  a  vehicle  for 
corporate  kidnapping"  and  "a  masterpiece  of  professional  ingenuity 
which  confides  absolute  and  uncontrolled  discretion  to  a  group  whose 
stake  in  the  company  is  so  insignificant  that  it  may  be  disregarded 
entirely."  These  attitudes  apparently  reflect  an  early  prejudice  against 
attempts  to  separate  voting  rights  from  the  ownership  of  stock,  a  prejudice 
which  no  longer  dominates  judicial  or  legislative  thinking  on  the  subject. 
The  abuses  of  the  voting  trust  have  occurred  most  frequently  in  con- 
nection with  corporate  reorganizations  or  other  situations  involving  large 
or  medium  size  corporations  in  financial  difficulty.  This  type  of  abuse 
should  not  cause  the  owners  of  a  small,  closely  held  corporation  to  shy 
away  from  using  a  device  which  may  serve  their  purposes  well. 

Balancing  Competing  and  Conflicting 
Interests 

Up  to  this  point,  the  assumption  has  been  that  the  minority  share- 
holders were  willing  to  accept  stock  in  a  corporation  while  leaving  the 
majority  shareholder  with  complete  or  near  complete  control.  Where 
this  is  true,  where  the  minority  shareholders  do  not  demand  a  voice  in 
corporate  management  at  the  time  they  become  shareholders,  there  is 
little  difficulty  in  centralizing  control,  and  there  will  be  little  the  minority 
can  do  thereafter.  Things  are  quite  different  in  a  corporate  situation 
where  there  is  no  clear  majority  interest,  or  where  the  minority  is  in  a 
position  to  demand  a  strong  voice  in  management. 

The  Position  of  the  Minority 

When  two  or  more  separate  interests  are  represented  in  a  corporation 
it  is  typical  to  find  each  insisting  that  the  corporate  framework  include 
adequate  safeguards  for  the  protection  of  its  rights.  It  may  be  that  no 
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single  person  represents  a  majority  alone,  or  it  may  be  that  a  necessary 
minority  interest  is  willing  to  join  the  business  only  with  the  assurance 
of  the  right  to  certain  participation  in  management,  or  the  right  to  exer- 
cise a  veto  power  over  certain  types  of  decisions.  In  either  event,  the 
owner  of  a  minority  interest  in  a  closely  held  corporation  needs  protection 
or  he  is  likely  to  find  that  he  has  simply  made  his  capital  available  to 
the  majority  for  their  use  in  the  business,  with  little  chance  for  a  return 
on  his  investment  or  recovering  the  amount  invested.  This  may  sound 
strange,  but  in  the  absence  of  any  special  arrangements,  the  person  who 
owns  a  minority  interest  in  a  closely  held  corporation  has  virtually  noth- 
ing to  say  about  what  happens  to  the  money  he  has  put  in  the  business, 
and  if  he  has  no  way  of  gaining  representation  on  the  board  of  directors, 
he  may  even  have  a  hard  time  finding  out  what  is  happening  to  the 
corporation. 

Consider  the  following  illustration  of  how  a  minority  can  be  "frozen 
out."  A  and  B  together  own  two-thirds  of  the  stock  of  the  XYZ  corpora- 
tion. C  owns  the  remaining  one-third.  There  is  no  provision  for  cumula- 
tive voting.  A  and  B  who  are  in  a  position  to  elect  the  entire  board  of 
directors  of  the  corporation,  elect  themselves  and  D,  who  they  know  will 
vote  according  to  their  wishes.  As  directors,  A,  B,  and  D  then  vote  to 
employ  themselves  as  the  principal  officers  of  the  corporation.  They 
may  then  set  their  salaries  so  as  to  absorb  all  of  the  profits  of  the  business. 
This  eliminates  the  necessity  from  their  standpoint  of  having  to  pay 
dividends  on  the  corporation's  stock.  Salaries  are  allowed  as  a  deduction 
to  the  corporation  for  income  tax  purposes  only  to  the  extent  that  they 
are  found  to  be  "reasonable"  by  the  Internal  Revenue  Service,  but  there 
is  no  limitation  placed  on  the  amount  that  can  be  paid  to  a  corporate 
officer  or  employee. 

If  they  do  not  choose  to  employ  C  as  an  officer  of  the  corporation 
and  do  not  pay  dividends  on  the  stock,  C  has  no  way  of  benefiting  from 
the  profitable  operations  of  the  business.  Furthermore,  in  such  a  situation 
it  is  unlikely  that  C  would  be  able  to  find  a  satisfactory  market  for  his 
stock  in  the  corporation,  if  he  could  sell  it  at  all.  Although  this  may 
appear  highly  unfair  to  C,  there  is  nothing  basically  unlawful  about 
such  a  course  of  action  by  A  and  B.  C's  only  hope  seems  to  be  that  the 
profits  of  the  firm  will  become  so  large  that  A  and  B  will  have  no  way 
to  get  additional  money  into  their  own  hands  from  the  corporation  ex- 
cept by  declaring  dividends.  But  even  this  might  not  come  about,  for 
A  and  B  may  be  able  to  leave  the  profits  in  the  business,  increase  the 
value  of  the  corporation,  and  then  sell  their  shares  and  realize  a  capital 
gain  on  the  transactions. 

Individuals  whose  separate  interests  have  been  brought  together 
within  a  corporate  organization  obviously  must  be  satisfied  with  some- 
thing less  than  full  control.  What  must  be  worked  out  is  an  arrange- 
ment where  each  interest  can  have  sufficient  veto  power  and  other  rights 
so  that  it  will  be  able  to  protect  its  position  in  the  corporation.  To 
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begin  with,  each  interest  will  probably  want  representation  on  the  board 
of  directors.  Beyond  that  each  should  expect  to  have  a  right  to  veto  any 
action  by  the  directors  or  by  the  shareholders  which  it  considers  prejudi- 
cial. Some  restrictions  on  the  free  transferability  of  shares  of  stock  will 
normally  be  desirable  to  insure  that  no  portion  of  the  business  will  pass 
into  the  hands  of  a  holder  who  is  unacceptable  to  present  members  of  the 
firm,  and  provision  should  be  made  for  handling  the  possibility  of  dead- 
lock among  the  shareholders.  Finally,  each  minority  interest  will  need 
assurance  that  its  relative  voting  power  will  be  preserved.  Normally  this 
is  accomplished  through  preservation  of  the  shareholders'  pre-emptive 
rights  to  purchase  a  proportionate  share  of  any  stock  issued  by  the 
corporation  whether  a  new  issue  or  treasury  stock.  In  Alabama  pre-emptive 
rights  are  reserved  to  every  holder  of  stock  which  entitles  the  holder  to 
vote  for  the  election  of  directors,  but  the  pre-emptive  rights  can  be 
denied  or  modified  by  placing  an  appropriate  provision  in  the  certificate 
of  incorporation.  Where  pre-emptive  rights  have  not  been  preserved,  it 
may  be  an  easy  matter  for  the  majority  to  dilute  the  minority's  voting 
strength  through  the  issue  of  additional  shares.  Even  when  the  pre-emptive 
rights  have  been  retained  a  financially  strong  majority  may  be  able  to 
put  the  minority  in  a  difficult  position  by  issuing  a  substantial  amount 
of  stock  and  thereby  forcing  the  minority  to  invest  more  money  in  the 
business  merely  as  a  defensive  move.  To  guard  against  this  danger,  the 
minority  should  insist  from  the  beginning  on  a  provision  in  the  charter 
that  would  require  its  approval  for  the  issuance  or  sale  of  any  stock  by 
the  corporation. 

Representation  on  the  Board  of  Directors 

Cumulative  Voting 

One  method  of  protecting  minority  representation  on  the  board  of 
directors  of  a  corporation  is  through  the  use  of  a  charter  provision 
requiring  cumulative  voting  for  directors.  Where  cumulative  voting  is 
authorized,  each  shareholder  is  allowed  to  cumulate  his  votes  by  giving 
a  single  candidate  a  number  of  votes  equal  to  the  number  of  his  shares 
multiplied  by  the  number  of  directors  elected.  That  same  total  number 
of  votes  may  be  distributed  among  any  number  of  candidates  for  director 
if  the  shareholder  so  wishes.  This  means  that  the  voting  power  of  each 
share  of  stock  varies  with  the  number  of  directors  to  be  elected  at  any 
given  time.  If  three  directors  are  to  be  elected,  each  share  has  three  votes; 
if  five  are  to  be  elected,  each  share  has  five  votes.  This  method  of  voting 
insures  at  least  a  certain  degree  of  proportional  representation  on  the 
board  of  directors.  For  any  given  number  of  directors  to  be  elected,  it  is 
possible  to  determine  the  number  of  shares  outstanding  that  will  be  re- 
quired to  elect  one  or  more  directors.  Formulas  for  making  this  determina- 
tion have  been  derived,  and  can  be  found  in  any  standard  text  on  corpora- 
tions. The  following  is  an  example  of  one  such  formula  and  the  way  it 
would  work  in  a  particular  case.  Assume  that  a  corporation  has  500  shares 
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entitled  to  vote,  all  of  which  are  expected  to  be  represented  at  the  elec- 
tion of  directors,  and  that  a  total  of  three  directors  will  be  elected.  It  is 
possible  to  determine  how  many  shares  will  be  necessary  to  elect  one 
director,  two  directors,  or  the  entire  board  by  using  the  formula: 

X  =  +  1  share,  where 

N  +  1 

X  =  number  of  shares  necessary  to  elect  a  given  number  of 

directors 

S  =  total  number  of  shares  expected  to  be  voted 

D  =  number  of  directors  desired  to  be  elected 

N  =  Total  number  of  directors  to  be  elected  at  the  meeting 

To  elect  one  director,  i.e.,  where  D  —  1,  the  number  of  shares  necessary 

500  x  1 

would  be h  1,  or  126  shares.  These  126  shares  would  have  504 

3+1 

votes  out  of  a  total  of  1,500  votes    (500  shares  times  3,  the  number  of 

directors  to  be  elected).  All  504  votes  would  be  cast  for  the  candidate 

supported  by  the  minority.  The  remaining  374  shares  would  have  a 

total  of  1,122  votes.  These  votes  could  be  divided  in  such  a  way  as  to  give 

two  candidates  more  than  the  504  votes  of  the  minority,  but  they  are 

insufficient  to  give  three  candidates  enough  votes  for  election.  To  elect 

500  x  2 
two  directors,  +   1,  or  251  shares  would  be  required,  and  to 

500  x  3 

elect  all  three  directors  it  would  take  ~ — ; — ~  +   1,  or  376  shares.  In  this 

3  +   1 

case  with  cumulative  voting  any  minority  interest  which  owned  126  of 
the  500  shares  outstanding  could  gain  representation  on  the  board  of 
directors,  whereas  in  the  absence  of  cumulative  voting  or  other  appro- 
priate safeguards  any  interest  owning  249  shares  or  less  could  be  denied 
any  director  representation. 

In  a  few  states  cumulative  voting  is  mandatory.  Alabama  allows 
cumulative  voting  where  the  certificate  of  incorporation  authorizes  it, 
but  imposes  no  further  requirements.  There  are  some  rather  strong 
feelings  in  certain  circles  concerning  the  need  for  mandatory  cumulative 
voting,  and  the  reports  of  the  annual  stockholders  meetings  of  some  of 
the  country's  great  industrial  corporations  show  the  topic  itself  is  both 
current  and  lively.  As  a  device  for  protecting  minority  interests,  however, 
it  is  probably  more  significant  as  applied  to  large,  publicly  held  corpora- 
tions than  to  small,  closely  held  ones.  From  the  standpoint  of  effective- 
ness in  the  latter  situation,  there  are  too  many  ways  to  avoid  the  intended 
results,  unless  it  is  combined  with  other  control  devices.  One  method 
of  limiting  the  minority's  effectiveness  where  cumulative  voting  exists 
is  to  have  the  corporation  issue  more  stock  and  sell  it  to  the  majority 
shareholders.  Even  when  the  minority's  relative  position  is  protected 
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through  pre-emptive  rights  to  newly  issued  stock  the  majority  may  be 
able  to  exert  financial  pressure  that  will  create  difficulties  for  the 
minority. 

High  Vote  Requirements 

A  high  shareholder  vote  requirement  for  the  election  of  directors 
can  be  effective  in  preserving  minority  influence  over  the  membership 
of  the  board.  Each  interest  in  the  corporation  can  be  given  a  veto  in 
the  choice  of  directors  by  requiring  that  the  directors  be  elected  by 
such  a  large  per  cent  of  the  shares  that  even  the  smallest  interest  must 
necessarily  be  included.  As  an  example,  assume  that  a  corporation  is 
formed  by  three  men,  each  of  whom  receives  one-third  of  the  outstand- 
ing shares  having  voting  rights.  Assume  further  that  these  three  men 
make  up  the  original  board  of  directors.  A  charter  provision  stating 
that  in  order  to  be  elected  a  director  must  receive  the  vote  of  three- 
fourths  of  the  outstanding  shares  would  mean  that  there  could  be  no 
change  in  the  membership  of  the  board  prior  to  the  death  of  a  member 
without  unanimous  consent  of  all  three  owners. 

Control  of  Director  Action 

Representation  on  the  board  of  directors  is  not,  in  and  of  itself, 
enough  to  protect  a  minority  interest.  There  must  be  an  assurance  that 
the  representation  will  result  in  effective  control  of  director  action. 
Unless  the  by-laws  or  certificate  of  incorporation  establish  a  different 
rule  a  majority  of  the  directors  constitute  a  quorum  for  the  transaction 
of  business,  and  a  majority  of  such  a  quorum  can  act  on  behalf  of  the 
board.  The  quorum  requirement  may  be  set  higher  or  lower,  except  that 
it  may  not  be  less  than  one-third  of  the  directors  nor  less  than  two 
directors.  A  greater  than  majority  vote  may  also  be  required  for  any 
or  all  acts  of  the  board  of  directors.  There  is  probably  no  objection  to  a 
requirement  of  unanimity  for  a  quorum  and  for  all  action  by  the  board 
under  these  provisions  of  the  statute.  Unanimous  quorum  and  vote 
requirements  will  insure  that  the  board  cannot  act  in  the  absence  of  a 
single  member  and  will  also  insure  that  a  director's  interest  cannot  be 
jeopardized  over  his  objection.  To  facilitate  corporate  action  of  a  non- 
controversial  nature  when  one  director  is  unable  to  attend  directors' 
meetings,  the  charter  should  contain  a  provision  that  directors  may  vote 
by  proxy.  Judicial  opinion  has  raised  doubt  in  some  states  concerning 
the  validity  of  such  requirements  for  unanimous  director  action,  especially 
when  coupled  with  charter  or  by-law  stipulations  that  all  shareholder 
action,  including  by-law  or  charter  amendments  must  be  by  unanimous 
vote,  but  subsequent  statutory  developments  tend  to  reverse  the  result 
of  the  cases  involved. 

Reference  has  been  made  to  the  general  proposition  that  directors 
must  remain  free  of  contractual  relationships  which  will  restrict  their 
judgment   in   managing   the   affairs   of   their   corporation.   This   is   the 
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generally  accepted  rule,  although  as  was  indicated  an  exception  is 
sometimes  made  where  the  sole  stockholders  are  also  the  directors,  and 
some  cases  have  recognized  the  validity  of  agreements  binding  directors 
to  vote  in  accord  with  a  predetermined  plan.  Contracts  of  this  sort 
are  probably  used  most  frequently  in  connection  with  efforts  to  insure 
that  certain  people  will  be  selected  to  serve  as  officers  of  the  corporation. 
If  the  directors  are  bound  only  within  a  narrow  range  of  their  activity, 
like  selecting  officers,  the  contract  stands  a  better  chance  of  being  upheld, 
but  in  Alabama  at  least  it  would  seem  advisable  to  use  other  methods  for 
achieving  the  desired  results. 

Shareholder  Agreements 

Agreements  entered  into  among  the  shareholders  of  a  corporation 
in  their  capacity  as  shareholders  offer  a  very  satisfactory  way  of  main- 
taining control.  It  has  been  said  of  shareholders:  "They  may  lawfully 
contract  with  each  other  to  vote  in  the  future  in  such  way  as  they,  or  a 
majority  of  their  group,  from  time  to  time  determine."*  Such  contracts 
may  serve  many  purposes.  They  may  provide  that  the  parties  to  the 
agreement  will  vote  their  stock  so  as  to  continue  named  individuals  as 
directors  of  the  corporation,  that  they  will  not  transfer  their  stock  in 
violation  of  stated  restrictions,  or  that  certain  procedures  will  be 
followed  for  resolving  deadlocks. 

Two  aspects  of  the  Alabama  Corporation  Act  give  wider  range  to  the 
usefulness  of  shareholder  agreements.  The  first  is  the  provision  that  the 
business  of  the  corporation  is  to  be  managed  by  the  board  of  directors 
except  as  otherwise  provided.  The  corporate  charter  may  be  drafted 
so  as  to  turn  over  to  the  shareholders  large  portions  of  the  managerial 
powers  normally  associated  with  director  action  while  the  shareholder 
agreement  is  used  to  insure  that  the  shareholders  will  vote  in  accord 
with  predetermined  policies  or  even  take  certain  specified  actions.  A 
second  section  provides  that  any  action  which  could  be  taken  at  a  meet- 
ing of  the  stockholders  of  a  corporation  may  be  taken  without  a  meeting 
if  all  the  stockholders  entitled  to  vote  sign  a  written  consent  setting 
out  the  action  taken.  This  consent  has  the  same  force  and  effect  as  a 
unanimous  vote  of  the  stockholders.  Proper  use  of  the  opportunities 
outlined  here  can  greatly  simplify  corporate  procedures  while  at  the 
same  time  maintaining  the  intended  balance  of  control. 

Increased  effectiveness  of  shareholder  agreements  can  be  had  by 
making  them  as  nearly  self-executing  as  possible.  As  an  illustration, 
the  agreement  might  be  drafted  so  as  to  give  to  a  third  party  an  irrevoc- 
able proxy  to  vote  the  shares  standing  in  the  names  of  the  parties  to  the 
agreement  in  the  event  the  parties  or  any  one  of  them  refuses  to  abide 
by  its  terms.  Courts  have  at  times  expressed  hostility  toward  agreements 
which  have  the  effect  of  separating  stock  ownership  and  the  right  to 


♦Ringling  Bros.-Barnum  &  Bailey  Combined  Shows  v.  Ringling,  53  A.2d  441,447. 
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vote,  but  recent  decisions  indicate  a  trend  away  from  the  attitude  that 
shareholders  must  retain  the  right  to  vote  on  the  basis  of  their  inde- 
pendent judgment.  Where  an  agreement  is  an  attempt  to  conserve  a 
property  interest,  carry  out  a  definite  policy  in  the  interest  of  the  corpora- 
tion, or  serve  some  beneficial  interest  of  the  shareholders  and  does  not 
have  for  its  objective  a  fraudulent  or  unlawful  advantage  to  the  share- 
holders involved,  it  will  ordinarily  be  upheld.  An  early  decision  of 
the  Alabama  Supreme  Court  established  the  view  that  agreements  which 
provide  for  the  separation  of  the  right  to  vote  from  the  holder  of  the 
stock  are  not  necessarily  void  or  against  public  policy,  but  must  be 
judged  according  to  the  circumstances.  This  decision  still  represents  the 
Alabama  law  on  the  subject. 

Pooling  agreements  and  similar  restrictions  on  voting  may  be  success- 
fully used  to  maintain  a  certain  balance  among  conflicting  interests  that 
have  been  established  by  the  parties.  They  may  also  be  used  to  combine 
separate  minority  interests  in  an  effort  to  achieve  majority  control  and 
thereby  reduce  the  effective  influence  of  the  remaining  minority  interests. 
When  majority  control  is  achieved  in  this  way  the  minority  has  little 
recourse.  Majority  shareholders  are  generally  free  to  vote  their  shares 
is  the  advancement  of  business  policies  of  their  own  choosing  so  long 
as  they  do  not  violate  any  statute  or  charter  provision,  or  act  fraudulently 
or  in  oppression  of  the  minority. 

Settling  Intra-Corporate  Disputes 
Arbitration 

The  further  the  owners  of  a  corporation  go  toward  requiring  unani- 
mous agreement  on  all  corporate  decisions,  the  greater  is  the  likelihood 
that  they  will  reach  an  impasse.  Serious  disagreement  among  the  owners 
represents  a  danger  to  the  corporation  and  to  the  financial  interests 
of  the  owners.  Even  in  cases  where  minority  interests  have  certain  pro- 
tection through  a  shareholders  agreement  or  special  charter  provision, 
enforcement  of  their  rights  may  require  court  action.  This  is  always  ex- 
pensive, and  involves  some  degree  of  risk.  In  most  states  it  is  possible 
to  include  a  provision  that  disputes  of  certain  kinds  will  be  submitted 
to  arbitration  in  the  event  of  deadlock.  Where  such  agreements  can  be 
enforced,  arbitration  is  probably  the  most  satisfactory  solution,  for  despite 
its  shortcomings  it  is  workable  and  it  will  allow  the  business  to  remain 
intact.  Unfortunately,  because  of  a  particular  statute,  arbitration  cannot 
be  used  effectively  as  a  solution  for  problems  of  deadlock  in  Alabama 
corporations.  The  statute  provides  that  agreements  to  submit  a  con- 
troversy to  arbitration  cannot  be  specifically  enforced  in  Alabama  and 
an  arbitration  agreement  in  a  closely  held  corporation  is  tested  by  the 
law  of  the  state  of  incorporation.  Contracts  to  submit  to  arbitration  are 
not  valid,  and  a  cause  of  action  for  damages  for  breach  of  contract  will 
lie  if  a  party  to  such  an  agreement  refuses  to  abide  by  its  terms,  but  in 
most  cases  this  not  an  adequate  remedy. 
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Buy-Out  Agreements 

Other  alternatives  do  exist.  The  owners  may  enter  into  an  agree- 
ment beforehand  that  in  the  event  of  deadlock,  the  minority  will 
be  required  to  sell  its  interest  and  the  majority  required  to  buy,  either 
at  a  stated  price  or  a  price  to  be  determined  by  a  qualified  third  party. 
If  no  such  agreement  has  been  entered  into,  the  parties  may,  of  course, 
attempt  to  negotiate  a  sale  after  the  dispute  has  arisen,  but  this  may 
prove  difficult.  It  is  probably  even  more  difficult  for  the  minority 
shareholder  in  this  situation  to  find  an  outside  market  for  his  interest, 
and  there  may  be  the  additional  problem  of  restrictions  on  the  trans- 
ferability of  his  shares. 

Dissolution 

Dissolving  the  corporation,  even  when  otherwise  available  as  a 
remedy,  frequently  has  the  disadvantage  of  destroying  the  going  concern 
value  of  the  business.  Furthermore,  either  dissolution  of  the  corporation 
with  a  distribution  of  its  assets  or  the  sale  of  an  interest  in  the  business 
may  subject  the  owner  or  owners  to  tax  liability  at  a  time  when  this  is 
considered  undesirable.  Nevertheless,  where  the  owners  are  in  fundamntal 
disagreement  over  company  policy,  or  where  personality  conflicts  have 
become  serious,  it  may  be  best  to  end  the  business  relationship  by  wind- 
ing up  the  affairs  of  the  corporation. 

Where  all  shareholders  have  agreed  to  vote  their  shares  in  favor  of 
dissolution  in  the  event  of  deadlock,  there  appears  to  be  no  legal  prob- 
lem. Even  if  no  such  agreement  exists  but  there  is  unanimous  consent 
to  dissolution,  all  that  is  necessary  to  dissolve  a  corporation  is  the  filing 
of  a  statement  to  that  end,  signed  by  all  the  stockholders,  in  the  office 
of  the  Probate  Judge  in  the  county  where  the  corporation  was  organized. 
With  less  than  unanimous  consent,  a  corporation  may  be  dissolved  when 
a  resolution  stating  that  dissolution  is  advisable  has  been  adopted  by  a 
majority  of  the  whole  board  of  directors  and  approved  by  a  two-thirds 
vote  of  the  outstanding  shares  of  the  corporation.  This  method  of  volun- 
tary dissolution  can  be  used  by  a  majority  to  force  a  minority  out  of 
the  corporation  in  some  circumstances,  but  the  courts  will  not  allow 
the  majority  to  dissolve  the  corporation  in  an  attempt  to  defraud  a 
minority  interest. 

There  are,  in  addition,  five  situations  in  which  a  court  of  equity 
may  dissolve  a  corporation  at  the  insistence  of  a  shareholder  even  though 
he  does  not  represent  a  majority  interest.  The  shareholder  must  show  one 
of  the  following  to  exist:  (1)  the  directors  or  stockholders  are  dead- 
locked in  the  management  of  the  affairs  of  the  corporation  and  irre- 
parable injury  to  the  corporation  is  being  suffered  or  threatened;  (2)  the 
acts  of  the  directors  or  those  in  control  of  the  corporation  are  illegal 
oppressive,  or  fraudulent;  (3)  the  corporate  assets  are  being  misapplied 
or  wasted;  (4)  the  corporation  has  ceased  to  carry  on  its  ordinary  business 
for  lack  of  funds;  (5)  the  corporation  is  insolvent.  This  gives  the  minority 
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shareholder  a  kind  of  last-ditch  protection,  but  even  under  this  statute 
a  decree  of  dissolution  remains  within  the  discretion  of  the  court,  and  the 
court  need  not  agree  with  a  minority  shareholder  on  the  question  of  what 
constitutes  oppression  or  irreparable  harm. 

There  seems  to  be  no  entirely  satisfactory  solution  to  the  problem  of 
deadlock  within  the  small,  closely-held  corporation.  At  best  compromise 
may  be  possible,  but  it  is  to  be  expected  that  the  weakest  minority  interest 
will  suffer  the  most.  This  is  the  usual  price  one  pays  for  being  in  the 
minority. 
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Chapter  IV 

THE  TRANSFER  OF  A  SUBSTANTIAL  INTEREST 
IN  A  SMALL  BUSINESS 

KEEPING  THE  BUSINESS  CLOSELY  HELD 

Many  a  small  business,  though  operating  in  the  corporate  form, 
remains  in  the  eyes  of  the  owners,  little  more  than  a  partnership.  The 
personal  relationships  involved,  the  attitudes  toward  the  business  itself, 
and  the  distaste  for  necessary  corporate  formalities  all  contribute  to 
this  view  of  their  business  association.  A  desire  to  establish  controls 
over  director  and  shareholder  action  and  an  effort  to  provide  methods 
of  settling  intra-corporate  disputes  indicate  that  the  owners  typically  are 
not  satisfied  with  the  general  concept  of  majority  rule.  Another  impor- 
tant consideration  for  the  owners  of  a  closely  held  corporation  is  the 
right  to  choose  the  successor  of  a  deceased  or  retiring  member-shareholder. 
In  other  words,  they  want  to  be  able  to  keep  their  close  corporation 
close. 

In  the  absence  of  any  restrictions,  shares  of  stock  in  a  corporation 
are  freely  transferable.  This  makes  it  desirable  for  the  parties,  at  the 
time  the  business  is  formed,  to  impose  restrictions  which  will  be  suffi- 
cient to  insure  that  the  surviving  or  remaining  members  will  not  be 
forced  to  accept  an  uncongenial  associate  at  some  time  in  the  future. 
Obviously  such  restrictions  involve  a  degree  of  compromise.  All  members 
agree  to  accept  a  limitation  on  their  freedom  to  transfer  all  or  any  part 
of  their  interest  in  the  business  for  the  sake  of  protecting  the  continuity 
of  the  business  as  it  is  originally  conceived,  but  no  one  can  be  sure  who 
will  feel  the  restrictive  effects  and  who  may  receive  a  windfall  as  a  result 
of  their  operation. 

Any  absolute  prohibition  on  the  transfer  of  shares  is  void  as  a  matter 
of  public  policy,  but  there  are  numerous  types  of  restrictions  which  are 
considered  reasonable  and  therefore  valid.  Justice  Holmes  in  discussing 
the  problem  made  the  following  statement: 

Stock  in  a  corporation  is  not  merely  property.  It  also  creates 
a  personal  relation  analogous  otherwise  than  technically  to  a 
partnership.  .  .  .  There  seems  to  be  no  greater  objection  to 
retaining  the  right  of  choosing  one's  associates  in  a  corporation 
than  in  a  firm.* 


♦Barrett  v.  King,  63  N.E.  934,  935. 
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There  can  be  no  doubt  that  restrictions  on  the  transfer  of  stock  fre- 
quently prove  helpful  in  promoting  the  continuity  of  good  management, 
for  the  personal  element  is  important  in  the  make-up  and  management 
of  any  business. 

Shareholders  may  create  restrictions  on  the  transfer  of  stock  by 
means  of  a  provision  in  the  certificate  of  incorporation,  a  by-law,  or  a 
private  shareholders  agreement.  The  Uniform  Stock  Transfer  Act,  which 
has  been  adopted  in  Alabama,  requires  that  any  restrictions,  to  be 
effective,  must  be  stated  on  the  stock  certificates.  Nevertheless,  it  has  been 
held  that  restrictions  which  are  not  set  out  on  the  certificate  are  binding 
on  a  shareholder  who  agrees  to  the  restrictions  and  that  restrictions  are 
valid  against  one  who  purchases  shares  with  notice  of  the  restrictions. 
When  a  charter  provision  or  by-law  is  used  to  create  the  restriction,  its 
terms  will  ordinarily  be  printed  in  full  on  the  stock  certificates  and  will 
be  valid  against  any  subsequent  transferee.  When  a  shareholders'  agree- 
ment is  used,  there  will  probably  be  no  reference  to  the  agreement  in  the 
charter  or  by-laws,  nor  any  indication  of  its  existence  on  the  stock 
certificates.  In  such  case  the  restrictions  will  bind  only  the  parties  to 
the  agreement. 

FIRST  OPTION  AGREEMENTS 

This  so-called  "first  option"  is  probably  the  most  commonly  used 
restriction  on  the  transfer  of  shares.  This  type  of  restriction  requires  a 
shareholder  to  offer  his  shares  to  the  corporation,  the  remaining  share- 
holders or  possibly  a  third  party  designated  by  the  directors  before  he 
is  free  to  sell  them  to  an  outsider.  The  party  or  parties  to  whom  the 
shares  must  be  optioned  can  be  chosen  to  meet  the  needs  of  the  situation. 
If  the  remaining  shareholders  wish  to  bring  another  person  into  the 
business  to  replace  a  deceased  or  retiring  shareholder,  it  may  facilitate 
matters  if  the  directors  have  the  authority  to  designate  the  new  member 
of  the  business  as  the  person  to  whom  the  option  will  run.  If  the  option 
runs  to  the  corporation  itself,  the  corporation  may  be  able  to  offer  the 
shares  to  a  potential  investor,  but  once  the  shares  have  been  reacquired 
by  the  corporation  they  take  on  the  status  of  treasury  shares  and  may  be 
subject  to  pre-emptive  rights  in  the  existing  shareholders. 

If  the  first  option  is  in  favor  of  the  shareholders,  provisions  are 
usually  made  so  that  each  remaining  shareholder  will  have  an  opportunity 
to  buy  the  percentage  of  shares  necessary  to  preserve  his  proportionate 
ownership  and  thereby  protect  his  relative  position  in  terms  of  control. 
If  one  or  more  of  the  remaining  shareholders  do  not  wish  to  purchase 
their  entire  allotment,  however,  any  unpurchased  shares  must,  in  most 
cases,  be  offered  to  other  shareholders  before  they  can  be  sold  outside 
the  corporation.  Where  more  than  three  shareholders  are  involved,  the 
procedure  under  such  a  plan  becomes  complex  and  time  consuming. 

In  many  cases,  it  is  desirable  to  arrange  for  the  corporation  itself 
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to  have  the  first  option  to  buy  the  shares.  For  one  thing,  this  tends  to 
preserve  approximately  the  same  relative  positions  in  the  corporation 
for  the  remaining  parties.  For  another,  it  may  avoid  problems  which 
arise  when  one  shareholder  is  in  a  position  to  buy  his  portion  of  the 
stock,  but  another  shareholder  lacks  either  the  assets  or  liquidity  necessary 
for  such  a  purchase.  Furthermore,  an  option  running  to  the  shareholders 
may  make  it  necessary  for  some  of  them  to  increase  their  investment  in 
the  business  merely  to  protect  their  control  position  even  though  they 
might  not  otherwise  have  wished  to  do  so. 

Consider  the  general  problem  in  this  setting.  A,  B,  and  C  are  equal 
owners  of  the  XYZ  corporation.  The  corporation  has  a  total  value,  includ- 
ing good  will,  of  $90,000,  with  800  shares  of  stock  outstanding.  A  wishes 
to  sell  his  100  shares  and  retire  from  the  business.  If  the  corporation 
is  in  a  position  to  retire  A's  shares,  A  will  receive  the  value  of  his 
interest  in  the  business  and  B  andC  will  each  own  fifty  per  cent  of  a 
$60,000  corporation.  Obviously,  few  firms  this  size  would  be  in  a  posi- 
tion to  make  such  a  purchase  outright,  but  installment  terms  may  afford 
a  workable  alternative.  If  the  corporation  is  not  able  to  buy  the  shares, 
several  possibilities  exist.  If  B  and  C  each  have  $15,000  available  for 
the  purchase  of  A's  stock  there  will  be  no  difficulty  involved.  Again  it 
may  be  that  terms  for  the  purchase  can  be  arranged  if  the  parties  do  not 
have  enough  ready  cash  on  hand.  Suppose,  however,  that  B  purchases  his 
allotment  of  50  shares,  but  C  is  unable  to  purchase  the  50  shares  intended 
for  him.  Under  the  typical  arrangement  B  will  then  have  an  option  to 
purchase,  in  addition  to  the  50  shares  originally  offered  to  him,  all  or  any 
part  of  the  remaining  50  shares  which  C  did  not  purchase.  He  may,  by 
purchasing  the  entire  block  become  the  owner  of  two-thirds  of  the  corp- 
oration. This  would  give  him  a  substantial  majority  and  might  well 
strengthen  his  position  to  the  extent  that  he  can  effectively  freeze  out 
C,  who  would  still  have  only  one-third  interest.  Or  B  might  choose  to 
purchase  only  a  single  share  out  of  the  allotment  optioned  originally  to 
C.  By  so  doing  he  would  then  have  one  share  more  than  50  per  cent, 
and  depending  on  the  charter,  by-laws,  and  any  shareholders'  agreements 
in  existence,  this  might  be  sufficient  to  give  B  virtually  complete  control 
of  the  corporation.  At  the  same  time,  such  an  action  by  B  would  probably 
make  it  difficult  if  not  impossible  for  A  to  sell  the  remaining  49  shares 
at  a  price  equal  to  their  earlier  value  in  A's  hands,  and  also  decrease 
the  marketability  of  the  shares  held  by  C.  Even  if  B  purchases  only  the 
50  shares  allotted  to  him  under  the  first  option,  and  C  does  not  purchase 
the  50  shares  offered  to  him  the  resulting  change  in  relative  ownership 
will  probably  work  a  hardship  on  A  in  his  efforts  to  sell  the  remaining 
shares.  B  is  now  the  owner  of  one-half  the  business,  C  the  owner  of  one- 
third.  The  50  shares  which  A  has  for  sale  represent  only  a  one-sixth 
interest,  and  the  purchaser  of  such  an  interest  would  be  at  a  considerable 
disadvantage  in  any  attempt  to  deal  with  the  other  two  shareholders. 
The  one-sixth,  or  I62/3  per  cent  interest  would  not  be  sufficient  to  provide 
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a  veto  even  in  situations  requiring  a  75  per  cent  shareholder  vote  for 
approval,  and  would  not  represent  enough  shares  to  elect  a  director  to 
a  three  man  board  under  a  cumulative  voting  provision. 

The  power  of  a  corporation  to  acquire  its  own  shares  is  conferred  by 
statute  in  Alabama,  but  it  is  not  unqualified.  Normally  a  corporation  may 
purchase  its  own  shares  only  to  the  extent  that  earned  surplus  is  avail- 
able. If  the  charter  expressly  permits,  however,  or  upon  a  two-thirds 
vote  of  the  shareholders,  the  corporation  may  purchase  its  own  shares 
to  the  extent  of  capital  surplus  available.  No  purchase  of  its  own  shares 
may  be  made  at  a  time  when  the  corporation  is  insolvent  or  will  be  made 
insolvent  by  the  purchase. 

To  the  extent  that  earned  surplus  or  capital  surplus  is  used  as  a 
measure  of  the  corporation's  right  to  purchase  its  own  shares,  that  sur- 
plus is  restricted  so  long  as  the  shares  are  held  as  treasury  shares.  The 
restriction  is  removed  by  cancellation  or  disposition  of  the  shares.  This 
statute  is  intended  to  afford  a  certain  amount  of  protection  for  the 
creditor  of  the  corporation  by  restricting  purchases  to  surplus,  and  for 
the  shareholders  by  restricting  the  use  of  capital  surplus  except  under 
the  specified  conditions.  Such  protection  for  both  groups  is  desirable, 
but  from  the  standpoint  of  an  individual  who  contemplates  withdrawing 
from  the  corporation  and  wishes  to  sell  his  stock,  it  can  present  a  serious 
obstacle,  in  that  the  corporation  may  be  prevented  from  purchasing  his 
stock  at  the  time  he  would  like  to  sell  it.  If  the  only  restriction  on  the 
transfer  of  stock  is  that  the  shares  must  first  be  offered  to  the  cor- 
poration before  being  sold  and  the  corporation's  financial  position 
prevents  its  making  the  purchase,  the  selling  shareholder  may  then  seek 
the  best  price  elsewhere  and  the  remaining  shareholders  must  choose 
between  buying  the  shares  themselves,  if  the  shares  are  offered  to  them 
and  they  have  sufficient  cash  to  buy  them,  or  allowing  an  outsider  to 
purchase  an  interest  in  the  corporation. 

VALUING  AN  INTEREST  IN  A  SMALL  BUSINESS 

Any  restriction  on  the  transferability  of  shares  has  in  it  an  element 
of  speculation  as  to  which  member  of  the  firm  will  first  be  affected  by 
the  provisions,  but  some  of  the  difficulties  inherrent  in  the  problem 
can  be  simplified  if  the  question  of  valuation  of  the  shares  is  con- 
sidered prior  to  the  actual  time  for  transfer.  The  following  are  some  of 
the  more  commonly  used  methods  of  valuation. 

Book  Value 

This  method  provides  that  the  purchase  price  of  the  shares  offered 
for  sale  shall  be  determined  on  the  basis  of  the  net  value  of  the  business 
assets  as  shown  on  the  books  of  the  corporation  at  the  time  the  shares  are 
offered  for  sale.  This  method  is  frequently  criticized  as  unrealistic, 
but  it  does  have  an  attractiveness  because  of  its  relative  certainty.  If 
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corporate  assets  and  liabilities  are  carried  on  the  books  in  a  way  which 
reflects  their  actual  appreciation  or  depreciation  in  value,  and  if  good- 
will of  the  business  is  included,  some  of  the  objections  to  the  use  of  book 
value  may  be  met. 

Stated  Dollar  Value 

This  method,  of  course,  provides  the  ultimate  in  certainty.  If  the 
parties  are  able  to  agree  on  a  specified  dollar  value,  and  are  conscientious 
in  making  adjustments  or  re-evaluations  as  conditions  change,  this  affords 
a  satisfactory  method  of  valuing  the  stock.  For  one  thing,  the  owners  of 
a  closely  held  corporation  are  themselves  likely  to  be  in  as  good  a  posi- 
tion as  anyone  can  be  to  determine  the  actual  value  of  their  shares. 
There  is  also  the  additional  advantage  of  having  the  shareholders  who 
will  be  the  actual  buyers  and  sellers  participate  in  the  decision  which 
sets  the  price  of  their  shares.  The  principal  disadvantage  of  this  method 
is  the  usual  tendency  of  the  parties  to  neglect  to  re-evaluate  the  stock. 
It  is  possible  for  the  owners  to  protect  themselves  from  their  own  careless- 
ness by  providing  that  in  the  event  of  a  failure  to  revalue  the  stock 
periodically,  its  value  will  be  determined  by  an  appraiser  or  appraisers 
as  specified. 

Appraised  Value 

Appraisal  by  a  board  of  independent  or  disinterested  appraisers  offers 
the  best  opportunity  for  arriving  at  a  price  which  fairly  reflects  business 
and  market  conditions  at  the  time  of  sale.  Appraisers  can  be  selected  in 
advance  by  agreement  of  the  owners  to  insure  their  competence  and  their 
independence.  Local  bankers,  real  estate  appraisers,  prominent  business- 
men who  would  understand  the  problems  of  the  company  or  members 
of  the  judiciary  represent  possible  appraisers.  For  obvious  reasons,  an 
uneven  number  should  be  provided  for.  In  some  instances  one  appraiser 
might  be  sufficient,  particularly  if  all  the  shareholders  involved  can 
readily  agree  on  an  individual  whom  they  trust  and  respect.  In  other 
situations  it  might  be  desirable  to  have  a  three  man  board  selected  by 
virtue  of  their  position,  e.g.,  the  president  of  the  bank  with  which 
the  company  does  business,  an  officer  of  the  local  organization  of 
certified  public  accountants,  and  a  member  of  the  local  board  of  real 
estate  appraisers.  Another  method  for  selecting  appraisers  is  to  have  the 
shareholder  who  intends  to  sell  or  transfer  his  shares  select  one  appraiser 
and  the  corporation  select  a  second  appraiser.  These  two  then  select  a 
third  appraiser,  with  the  provision  that  if  the  two  are  unable  to  agree 
within  a  stated  time,  say  thirty  days,  application  may  be  made  to  any 
judge  of  a  court  of  general  jurisdiction  in  the  county  for  the  appointment 
of  a  third  appraiser. 

A  word  of  caution  may  be  in  order  regarding  appraisal  value.  There 
is  no  precise  method  for  arriving  at  the  value  of  stock  in  a  closely  held 
corporation  where  no  active  market  for  the  shares  exists.  Many  factors 
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are  important,  and  the  owners  themselves  may  even  set  out  as  guidelines 
certain  things  which  are  to  be  considered  by  the  appraisers,  but  in  the 
end  the  final  figure  is  a  matter  of  judgment  where  reasonable  men 
may  differ.  There  is  no  way  to  control  the  weight  to  be  given  to  each 
item.  The  Internal  Revenue  Service,  which  is  continually  confronted  with 
the  problem  of  placing  a  value  on  such  stock  for  estate  and  gift  tax 
purposes  has  no  exact  formula,  but  some  of  the  elements  which  it  con- 
siders important  are: 

(1)  The  nature  of  the  business  and  the  history  of  the  enterprise  from 
its  inception. 

(2)  The  economic  outlook  in  general  and  the  condition  and  outlook 
of  the  specific  industry  in  particular. 

(3)  The  book  value  of  the  stock  and  the  financial  condition  of  the 
business. 

(4)  The  earning  capacity  of  the  company. 

(5)  The  dividend-paying  capacity. 

(6)  Whether  or  not  the  enterprise  has  goodwill  or  other  intangible 
value. 

(7)  Sales  of  stock  and  the  size  of  the  block  of  stock  to  be  valued. 

(8)  The  market  price  of  stocks  of  corporations  engaged  in  the  same 
or  a  similar  line  of  business  having  their  stock  actively  traded  in  a  free 
and  open  market,  either  on  an  exchange  or  over-the-counter.* 

Each  of  these  has  a  bearing  on  the  value  of  stock,  and  should  be 
considered  by  the  owners  in  arriving  at  a  stated  dollar  value  or  by 
appraisers  acting  on  behalf  of  the  owners.  It  is,  nevertheless,  possible  for 
the  owners  of  a  business  to  use  any  method  they  may  prefer  for  determin- 
ing the  value  of  their  stock.  A  formula  based  on  capitalized  earnings,  for 
example,  might  be  most  appropriate  for  a  company  with  relatively  few 
tangible  assets  but  a  good  earnings  picture.  What  is  most  important  is 
that  some  method  which  will  provide  a  fair,  acceptable  figure  for  all 
parties  involved  be  agreed  upon  in  advance. 

THE  USE  OF  LIFE  INSURANCE 

Were  it  not  for  the  possible  uses  of  life  insurance  there  would  be 
little  or  no  reason  from  the  standpoint  of  corporation  law  to  distinguish 
between  the  death  of  a  shareholder  and  his  voluntary  withdrawal  or 
retirement  from  the  firm.  The  problems  of  financing  a  purchase  of 
shares  by  the  corporation  or  its  individual  shareholders  would  be 
essentially  the  same  whether  the  purchase  was  to  be  made  from  a  with- 
drawing shareholder  or  from  the  estate  of  a  deceased  shareholder. 
Similarly  there  would  be  no  reason  to  expect  restrictions  on  the  transfer- 
ability of  shares  to  reflect  the  difference,  since  the  restrictions  are  fully 
effective  only  if  they  are  drafted  so  as  to  apply  equally  to  any  type  of 


♦Revenue  Ruling  59-60,  I.R.B.  1959-9,  Section  4.01. 
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transfer,  be  it  sale,  gift  or  bequest.  Some  attorneys  follow  a  pattern  of 
creating  an  exception  to  the  restrictions  on  stock  transfer  where  a  bona 
fide  gift  to  a  relative  of  the  donor  is  involved,  or  where  the  shares 
pass  by  inheritance.  This  does  give  the  transferor  considerably  wider 
latitude,  but  there  is  no  reason  to  assume  that  the  natural  object  of  a 
deceased  or  retiring  shareholder's  bounty  will  be  any  more  acceptable 
as  a  business  partner  to  the  remaining  shareholders  than  any  other 
possible  transferee. 

The  fact  that  life  insurance  can  be  used  to  provide  adequate  funds 
for  the  purchase  of  a  deceased  shareholder's  interest  adds  an  important 
dimension  to  any  consideration  of  the  problem  of  transfer  of  shares 
in  a  closely  held  corporation,  especially  in  a  case  where  the  shareholders 
do  not  reasonably  anticipate  disposing  of  their  interests  in  the  business 
during  their  lifetime.  In  both  of  the  two  basic  types  of  stock  purchase 
agreements  life  insurance  can  be  used  to  great  advantage,  and  frequently 
the  tax  consideration  of  the  insurance  plan  will  be  the  deciding  factor 
in  a  choice  between  a  cross-purchase  agreement  and  a  stock  retirement 
agreement. 

CROSS-PURCHASE  AGREEMENTS 

A  cross-purchase  agreement  is  a  contract  entered  into  by  the  share- 
holders of  a  corporation  in  their  capacity  as  shareholders  by  which  they 
agree  that  on  the  death  of  any  shareholder,  his  estate  will  be  obligated 
to  sell  and  the  remaining  shareholders  will  be  obligated  to  buy  his  shares 
in  the  corporation.  Such  an  agreement  is  normally  accompanied  by  a 
charter  provision  restricting  the  transferability  of  the  shares  by  giving 
a  first  option  to  the  remaining  shareholders.  Where  the  number  of 
shareholders  is  small  it  is  usually  practical  to  have  each  member  of  the 
firm  take  out  insurance  policies  on  the  lives  of  the  other  shareholders. 
In  a  three  man  corporation  this  would  mean  that  A  would  have  policies 
on  the  lives  of  B  and  C,  B  would  have  policies  insuring  the  lives  of  A 
and  C,  while  C  would  be  the  holder  of  policies  on  A  and  B.  Upon  the 
death  of  any  of  the  three,  the  two  remaining  shareholders  as  beneficiaries 
under  the  insurance  policies  would  receive  funds  with  which  to  purchase 
the  stock  held  by  the  deceased  shareholder's  estate.  As  the  number  of 
shareholders  in  a  corporation  increases,  this  type  of  arrangement  rapidly 
becomes  unmanageable  simply  by  virtue  of  the  number  of  insurance 
policies  involved.  Further  complications  arise  where  there  are  significant 
differences  in  either  the  age  or  state  of  health  of  the  shareholders  or  in 
their  proportionate  interests  in  the  business. 

Where  cross-purchase  agreements  are  used  the  shareholders  them- 
selves normally  own  the  policies  on  the  lives  of  their  associates  and  pay 
the  premiums  themselves.  In  such  cases  the  tax  aspects  of  the  transaction 
raise  no  serious  problems.  The  shareholder  who  owns  a  policy  under 
such  a  plan  gets  no  deduction  for  the  premiums  he  pays,  but  he  pays  no 
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taxes  on  the  proceeds  of  the  policy  upon  the  death  of  the  insured.  The 
basis  of  the  stock  acquired  from  the  estate  of  the  deceased  will  be  the 
amount  paid  for  the  stock  by  the  purchaser.  This  is  a  particular  advantage 
of  the  cross-purchase  agreement  if  the  remaining  shareholders  should 
decide  to  liquidate  the  corporation  or  sell  their  stock.  It  would  make  no 
difference  if  the  remaining  shareholders  held  their  interest  in  the  cor- 
poration until  death,  because  any  shares  which  are  a  part  of  a  decedent's 
estate  have  the  benefit  of  a  stepped  up  basis  to  reflect  any  increase  in 
market  value. 

If  the  premiums  on  the  insurance  policies  represent  a  burden  on 
individual  shareholders  who  are  also  employees  it  may  be  possible  to 
have  the  corporation  increase  their  salaries  and  thereby  ease  their 
financial  situation.  So  long  as  such  increases  do  not  push  the  salaries 
beyond  the  level  the  Internal  Revenue  Service  considers  reasonable,  the 
corporation  will  be  entitled  to  a  deduction  for  the  increases,  though  the 
recipients  will  have  an  increase  in  ordinary  income.  This  method  of 
financing  the  insurance  is  advantageous  when  the  corporation  is  in  a 
higher  tax  bracket  than  the  shareholders. 

If  some  of  the  shareholders  are  not  employees,  or  if  there  is  no 
adequate  justification  for  increased  salaries,  the  corporation  may  be 
able  to  increase  its  dividends  sufficiently  to  cover  the  premiums.  This 
puts  the  shareholder  in  approximately  the  same  position  as  a  salary 
increase  would,  but  has  the  disadvantage  from  the  corporation's  stand- 
point of  not  providing  a  deductible  expense.  The  corporation  may  make 
the  premium  payments  and  take  a  deduction  for  an  ordinary  and 
necessary  expense  if  the  payments  are  reasonable  compensation  to  the 
shareholders  who  are  the  owners  and  beneficiaries  of  the  policies.  The 
corporation  will  not  be  entitled  to  a  deduction  if  the  premium  payments 
are  found  to  be  tantamount  to  a  dividend.  In  either  event,  whether  the 
premium  payments  are  treated  as  compensation  or  a  dividend  the 
shareholder  will  have  an  increase  in  his  taxable  income. 

Two  other  aspects  of  the  cross-purchase  agreement  should  be  con- 
sidered. First,  if  the  shareholders  themselves  are  the  owners  of  the  in- 
surance policies,  any  cash  value  that  the  policies  might  have  will  be 
beyond  the  reach  of  corporate  creditors.  Second,  shareholder  ownership 
of  the  policies  will  help  avoid  any  question  of  unreasonable  accumulation 
of  surplus  by  the  corporation. 

STOCK  RETIREMENT  AGREEMENTS 

A  stock  retirement  is  a  contract  between  a  corporation  and  its 
shareholders  in  which  the  shareholders  agree  that  their  estates  will  sell 
and  the  corporation  agrees  that  it  will  buy  any  shares  held  by  a  share- 
holder at  the  time  of  his  death.  Such  an  agreement  can  take  the  form 
of  a  provision  in  the  corporate  charter,  since  the  charter  is  considered 
to  be  a  contract  between  the  shareholders  and  the  corporation.If  it  is  in 
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the  form  of  a  separate  contract,  appropriate  restrictions  on  the  transfer- 
ability of  stock  are  normally  placed  in  the  corporate  charter  as  a  supple- 
ment to  the  agreement.  To  insure  that  adequate  funds  will  be  available, 
the  corporation  takes  out  life  insurance  policies  on  the  lives  of  the 
shareholders,  pays  the  premiums,  and  owns  the  policies.  Upon  the  death 
of  any  shareholder,  the  corporation  purchases  the  shares  from  his  estate 
and  the  continuity  of  the  business  is  preserved.  During  the  life  of  each 
insured  shareholder  the  corporation,  as  owner  of  the  policies,  has  as  an 
asset  any  cash  value  the  policies  have,  and  may  use  this  as  security  for 
loans.  The  converse  is  also  true,  for  the  cash  value  will  be  subject  to 
the  claims  of  other  corporate  creditors. 

Where  the  corporation  owns  the  policies  and  is  the  beneficiary, 
premium  payments  are  not  deductible  by  the  corporation,  the  proceeds 
of  the  policy  are  not  taxable  to  the  corporation,  and  the  premium  pay- 
ments are  not  considered  to  be  compensation  to  the  insured  shareholder. 
So  long  as  the  corporation  retains  all  rights  in  the  policies  there  is  little 
danger  of  adverse  tax  consequences.  Any  deviation  from  this  rather 
standard  pattern,  however,  should  be  made  only  on  the  advice  of  a  tax 
specialist,  either  a  lawyer  or  an  accountant. 

It  was  mentioned  in  connection  with  the  discussion  of  cross-purchase 
agreements  that  inequities  may  result  when  the  ages  of  the  shareholders 
vary  widely,  when  there  are  problems  of  health  or  insurability,  or  when 
disproportionate  ownership  in  the  corporation  exists.  Each  of  these  is 
also  important  in  evaluating  the  usefulness  of  a  stock  retirement  agree- 
ment. Anything  which  causes  the  premiums  on  a  policy  covering  one 
shareholder  to  be  significantly  different  from  the  premiums  on  the 
policies  insuring  the  remaining  shareholders  is  a  factor  to  be  considered. 
There  is,  in  addition,  a  related  problem  which  does  not  arise  with  a 
cross-purchase  agreement.  If  the  company  is  the  beneficiary  of  a  policy 
on  the  life  of  a  shareholder,  then  at  his  death,  the  assets  of  the  company 
are  increased  by  the  proceeds  of  the  policy,  and  the  value  of  the  corpora- 
tion's stock  increases  correspondingly.  To  illustrate:  Assume  that  A  and 
B,  men  of  approximately  the  same  age  and  health,  are  equal  owners  of 
the  XYZ  corporation.  The  corporation  has  a  value  of  $50,000.  During 
the  lifetime  of  A  and  B  each  man's  interest  has  a  value  of  $25,000.  On 
this  basis,  they  might  decide  to  fund  a  stock  retirement  agreement  with 
$25,000  policies  on  the  lives  of  each  of  them.  If  this  were  done,  upon 
the  death  of  one  of  the  men  the  corporation  would  immediately  become 
not  a  $50,000  corporation,  but  a  $75,000  corporation.  If  the  agreement 
required  the  estate  of  the  deceased  to  sell  its  shares  for  $25,000,  the 
amount  of  the  insurance,  the  surviving  shareholder  would  enjoy  a  wind- 
fall of  $12,500  at  the  expense  of  the  estate  of  his  deceased  associate,  for 
the  estate  has  been  forced  to  sell  an  interest  worth  $37,500  for  only 
$25,000.  On  the  other  hand,  if  the  agreement  provided  that  the  purchase 
price  was  to  be  the  market  value  of  the  shares  but  the  insurance  provided 
only  $25,000,  the  corporation  would  need  to  have  available  $12,500  in 
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liquid  funds  from  a  source  other  than  the  insurance.  The  parties  in 
such  a  case  might  be  willing  to  speculate  on  this  point  in  view  of  the 
uncertainty  as  to  which  shareholder  will  die  first.  If  they  do  not  choose 
to  gamble,  an  alternative  is  to  take  out  policies  in  the  amount  of  $50,000 
on  each  man.  The  death  of  one  man  would  then  cause  the  value  of  the 
corporation  to  increase  to  $100,000.  A  one-half  interest  then  would  be 
worth  $50,000,  the  amount  received  under  the  policy  on  the  deceased 
shareholder.  The  equity  in  this  solution  is  clear  enough,  but  from 
another  point  of  view,  the  increase  in  premiums  necessary  to  carry  the 
added  insurance  could  be  prohibitive. 

There  are  situations  in  which  the  tax  laws  attribute  to  an  indivi- 
dual the  ownership  of  stock  held  by  certain  members  of  his  family. 
Where  this  occurs  the  purchase  by  a  corporation  of  the  shares  actually 
owned  by  a  decedent  may  be  treated  as  being  essentially  equivalent  to  a 
dividend  on  the  stock  actually  owned  by  the  surviving  family  members, 
but  attributed  to  the  deceased.  This  involves  very  costly  tax  consequences 
and  may  be  sufficient  to  preclude  the  use  of  a  stock-retirement  agreement 
in  planning  for  a  family  owned  corporation.  In  the  absence  of  any  family 
relationships  between  shareholders,  however,  the  stock-redemption  agree- 
ment is  frequently  simpler  and  more  satisfactory  than  the  cross-purchase 
agreement. 

The  problems  that  have  been  considered  in  this  study  are  typical 
of  the  kind  any  small  business  will  encounter  in  its  operation.  An 
awareness  of  these  problems,  the  way  they  may  arise  and  some  possible 
solutions  should  prove  helpful  to  a  businessman  in  recognizing  and 
understanding  his  own  problems.  There  is,  however,  no  substitute  for 
adequate  professional  guidance  in  planning  to  meet  the  needs  of  a 
particular  business  undertaking. 
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APPENDIX 

Appendix  A 

CERTIFICATE  OF  INCORPORATION 
OF 

,  INCORPORATED 


We,  the  undersigned,  in  order  to  form  a  corporation  pursuant  to  the 
laws  of  the  State  of  Alabama  for  the  purposes  hereinafter  stated,  do  here- 
by declare  ourselves  to  be  the  incorporators,  and  adopt  the  following 
Constitution  of  Incorporation  for  the  purpose  of  constituting  ourselves 
a  body  corporate. 

Article  One 

The  name  of  said  corporation  shall  be  " , 

INCORPORATED." 

Article  Two 

The  nature  of  the  business  to  be  transacted  or  promoted  and  the 
objects  and  purposes  for  which  this  corporation  is  formed  is  to  do  any 
and  all  things  hereinafter  set  forth,  and  to  exercise  any  and  all  of  the 
rights,  powers,  and  privileges  conferred  on  private  corporations  by  the 
laws  of  the  State  of  Alabama  or  which  are  herein  enumerated,  to  the 
same  extent  as  natural  persons  might  or  could  do,  viz:  to  design,  develop 
manufacture,  produce,  buy,  or  otherwise  acquire,  sell  or  otherwise  dispose 
of,  import,  export  and  deal  in  and  with,  educational  and  training 
materials,  workbooks,  texts,  teaching  devices  and  aids  and  services  of  all 
kinds;  to  publish,  construct,  manufacture,  and  market  all  such  materials 
at  wholesale,  retail,  through  mail  order  or  otherwise;  to  train  individuals 
in  the  techniques  necessary  to  carry  out  research  and  to  engage  in  the 
production,  manufacture,  publication,  acquisition,  and  disposition  of 
such  educational,  teaching  and  training  materials  of  all  kinds;  to  buy, 
or  otherwise  acquire,  manufacture,  market,  prepare  for  market,  sell,  deal 
in,  and  deal  with,  import  and  export  supplies,  equipment,  and  materials 
of  any  kind  or  nature  used  in,  or  needed  for,  any  of  the  services  or 
businesses  hereinabove  set  forth,  and  generally  to  do  and  perform  every- 
thing necessary  for  carrying  out  the  aforesaid  purposes  and  objects; 
generally  to  use,  maintain  or  operate,  purchase,  lease  or  otherwise  acquire, 
construct,  install,  build,  erect,  equip,  repair,  remodel,  improve,  rebuild, 
remove,  manufacture,  own,  hold,  mortgage,  pledge,  sell,  lease,  assign, 
transfer  or  otherwise  dispose  of,  invest,  trade,  deal  in  and  deal  with  any 
and  all  businesses,  goods,  wares,  merchandise,  products,  enterprises,  busi- 
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ness  opportunities,  real  and  personal  property  or  interests  therein,  rents, 
stocks,  bonds,  notes,  accounts,  securities,  obligations  and  choices  of 
action,  of  every  kind,  class  and  description;  to  organize,  operate  and 
maintain  corporations  or  business  enterprises  for  any  and  all  purposes, 
whatsoever,  consistent  with  the  laws  of  the  State  of  Alabama;  to  enter 
into,  make,  perform  and  carry  out  contracts  of  every  kind  for  any  lawful 
purpose  without  limit  as  to  amount  with  any  person,  firm,  association, 
municipality,  country,  state,  or  United  States  government  corporations; 
to  borrow  or  raise  moneys  for  any  of  the  objects  or  purposes  of  this 
corporation  and,  from  time  to  time,  without  limit  as  to  amount  to 
draw,  make,  accept,  endorse,  execute  and  issue  promissory  notes,  drafts, 
bills  of  exchange,  warrants,  bonds,  debentures  and  other  negotiables  or 
non-negotiable  instruments  and  evidences  of  indebtedness,  and  to  secure 
the  same  by  mortgage,  pledge,  deed  of  trust  or  otherwise,  and  to  sell, 
pledge  or  otherwise  dispose  of  such  bonds  or  other  obligations  of  this 
corporation  for  its  corporate  objects  and  purposes;  to  subscribe  for, 
purchase,  acquire,  sell,  assign,  transfer,  mortgage,  pledge  or  dispose  of 
shares  of  the  capital  stock,  bonds,  debentures  or  other  evidences  of 
indebtedness  issued  or  created  by  this  or  any  other  corporation,  and 
to  exercise  all  the  rights  and  privileges  of  ownership  thereof  that  a  cor- 
poration may  now,  or  at  any  time  hereafter,  be  permitted  to  exercise; 
to  guarantee  the  performance  of  any  contract  or  obligation  of  any  other 
person,  firm  or  corporation,  and  the  payment  of  dividends  of  interest 
on  any  shares,  stocks,  bonds,  notes  or  debentures  issued  by  any  other 
corporation;  to  exercise  the  powers  herein  granted  for  itself  and  as 
agents  for  others;  to  purchase,  hold  and  reissue  the  shares  of  its  capital 
stock  to  the  extent  allowed  by  and  in  accordance  with  the  laws  of 
the  State  of  Alabama;  to  have  officers,  conduct  its  business  and  promote 
its  objects  within  and  without  the  State  of  Alabama  and  other  states,  the 
District  of  Columbia,  the  territories  and  colonies  of  the  United  States, 
and  in  foreign  countries  without  restriction  as  to  place  or  amount;  to 
have  and  to  exercise  all  powers  conferred  by  the  laws  of  the  State  of 
Alabama  upon  corporations  organized  under  the  laws  thereof,  and  to  do 
any  and  all  of  the  things  hereinabove  set  forth  to  the  same  extent  as 
natural  persons  might  or  could  do,  and  to  do  any  and  all  things 
necessary,  suitable  and  proper  for  the  accomplishment  of  any  of  the 
purposes  or  for  the  attainment  of  any  of  the  objects  or  for  the  exercise 
of  any  of  the  powers  hereinabove  set  forth,  whether  herein  specified  or 
not,  either  alone  or  in  connection  with  other  firms,  individuals  or  cor- 
porations, either  in  this  state  or  throughout  the  United  States  and  else- 
where; and  to  do  any  other  act  or  acts,  thing  or  things,  incident  or 
pertinent  to  or  in  connection  with  the  business  hereinabove  described 
or  any  part  or  parts  thereof  to  the  extent  not  inconsistent  with  the  laws 
of  the  State  of  Alabama. 

The  objects  and  purposes  specified  in  the  foregoing  clauses  shall, 
except  where  otherwise  expressed,  be  in  nowise  limited  or  restricted  by 
reference  to,  or  inference  from,  the  terms  of  any  other  clause  in  this 
Certificate  of  Incorporation,  but  the  objects  and  purposes  specified  in 
each  of  the  foregoing  clauses  of  this  Article  shall  be  regarded  as  inde- 
pendent objects  and  purposes. 
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Article  Three 

The  location  of  the  principal  office  or  place  of  business  of  said 
corporation  shall  be  in  the  County  of  Tuscaloosa,  State  of  Alabama. 

Article  Four 

The  total  amount  of  capital  stock  which  is  authorized  shall  be 
$3,000.00,  which  shall  be  comprised  of  300  shares  with  a  par  value  of 
$10.00  each.  The  amount  of  capital  stock  with  which  the  corporation 
shall  begin  business  shall  be  $3,000.00.  All  of  said  300  shares  shall  be 
common  stock  and  the  holders  shall  be  entitled  to  one  vote  for  each 
share  of  stock,  and  to  share  ratably  in  the  distribution  of  profits  or  effects 
ol  the  corporation. 

Except  as  hereinafter  provided,  any  and  all  authorized  and  un- 
issued capital  stock  of  this  corporation,  may,  from  time  to  time,  be 
issued  and  disposed  of  upon  authorization  of  the  Board  of  Directors,  to 
such  persons  and  upon  such  terms  as  the  Board  of  Directors  may  deem 
proper  and  as  may  be  consistent  with  the  laws  of  the  State  of  Alabama. 

Any  and  all  shares  of  stock  issued  and  for  which  the  total  con- 
sideration has  been  paid  or  delivered  shall  be  deemed  to  be  fully  paid 
for  and  non-assessable  stock  and  the  holders  of  such  shares  shall  not  be 
liable  for  any  further  payment  therefor. 

Should  any  shareholder  of  the  Corporation,  or  in  case  of  the  death 
of  any  shareholder,  his  legal  representative,  desire  to  sell,  transfer, 
alienate  or  otherwise  dispose  of  any  share  of  stock  or  any  interest  in 
any  share  of  stock  of  the  Corporation,  said  shareholder  or  legal  repre- 
sentative shall,  before  selling,  transferring,  alienating  or  otherwise  dis- 
posing of  the  same,  offer  said  share  or  shares  for  sale  to  the  Corporation. 
The  offer  shall  be  in  writing  addressed  to  the  Secretary  of  the  Corpora- 
tion at  its  registered  office  and  sent  by  United  States  registered  mail. 
Such  offer  shall  set  forth  the  offering  price  and  the  terms  of  sale,  and 
the  Corporation  shall  have  the  exclusive  right  to  purchase  such  share 
or  shares  for  the  price  and  upon  the  terms  set  forth  in  said  offer  within 
forty-five  (45)  days  after  receipt  by  it  of  such  offer.  If  the  Corporation 
does  not,  or  cannot,  purchase  such  stock,  the  Board  of  Directors  shall 
have  the  right  to  empower  such  of  its  existing  shareholders  as  it  sees  fit 
to  make  such  purchase  from  the  said  offering  shareholder  or  legal 
representative,  at  the  same  price  and  on  the  same  terms.  If  the  option 
provided  for  in  this  article  has  not  been  exercised,  either  by  the  Cor- 
poration or  by  a  designated  shareholder  or  shareholders  within  the 
aforementioned  forty-five  (45)  days,  the  offering  shareholder  or  legal 
representative  shall  have  the  right  to  sell,  transfer,  alienate  or  otherwise 
dispose  of  such  share  or  shares  to  whomsoever  he  may  please;  provided, 
however,  that  said  offering  shareholder  or  legal  representative  shall  not 
sell  o  rotherwise  dispose  of  said  share  or  shares  or  any  interest  in  said 
share  or  shares  at  a  lesser  price  or  upon  more  favorable  terms  to  the 
acquiring  party  than  those  upon  which  he  shall  have  previously  offered 
the  same  to  the  Corporation;  provided  further,  that  the  failure  of  the 
Corporation  or  a  designated  shareholder  or  shareholders,  to  purchase 
any  such  share  or  shares  so  offered  to  it,  and  the  subsequent  sale  or 
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other  disposition  thereof  by  such  shareholder  or  legal  representative  to 
any  other  party,  shall  not,  as  to  any  other  sale  or  other  disposition  of 
said  share  or  shares,  or  of  any  share  or  shares  issued  in  lieu  thereof, 
discharge  any  such  share  or  shares  from  any  of  the  restrictions  herein 
contained;  and  provided  further,  that  all  restrictions  herein  imposed 
upon  the  sale  or  other  disposition  of  the  shares  of  the  stock  of  the  Cor- 
poration shall  apply  to  all  shares  of  stock  of  the  Corporation  whensoever, 
however,  or  by  whomsoever  acquired  in  the  hands  of  all  holders  or 
owners,  whether  original  shareholders  or  subsequent  purchasers  or  trans- 
ferees and  whether  acquired  by  gift,  descent,  bequest,  or  devise  or  through 
a  voluntary  or  involuntary  act  of  a  shareholder,  or  by  operation  of  law  and 
whether  a  part  of  the  first  authorized  issue  or  any  subsequent  or  increased 
issue. 

There  shall  be  placed  upon  the  face  of  each  certificate  a  brief  but 
clear  notice  and  description  of  the  restrictions  contained  in  this 
ARTICLE  FOUR. 

The  Corporation  may  purchase  its  own  shares,  either  directly  or 
indirectly  to  the  extent  of  capital  surplus,  and  shall  not  be  limited  in 
such  repurchase  to  the  extent  of  earned  surplus,  subject  only  to  any 
restrictions  on  the  use  of  capital  surplus  imposed  by  the  laws  of  the 
State  of  Alabama. 

Article  Five 

The  name  and  Post  Office  address  of  the  officer  or  agent  designated 
by  the  incorporators  to  receive  subscriptions  to  the  capital  stock  of  said 
corporations  is  ,  Tuscaloosa,  Alabama. 

Article  Six 

The  names  and  Post  Office  addresses  of  the  incorporators  and  the 
number  of  shares  subscribed  for  by  each  are  as  follows: 

100  Shares 

100  Shares 

100  Shares 


Total        300  Shares 

Article  Seven 

The  number  of  Directors  constituting  the  initial  Board  of  Directors 
of  the  Corporation  shall  be  three  (3).  The  names  and  Post  Office 
addresses  of  the  Directors  chosen  for  the  first  year  are: 

Tuscaloosa,  Alabama 

Tuscaloosa,  Alabama 

Tuscaloosa,  Alabama 
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Article  Eight 

The  names  and  Post  Offices  addresses  of  the  Officers  chosen  for  the 
first  year  as  as  follows: 

President 

Vice-President 

Secretary 

Treasurer 

Article  Nine 
The  duration  of  this  corporation  shall  be  perpetual. 

Article  Ten 

No  contract  or  other  transaction  between  the  Corporation  and  any 
other  corporation  shall  be  affected  or  invalidated  by  the  fact  that  any 
one  or  more  of  the  directors  of  this  Corporation  is  or  are  interested  in, 
or  is  a  director  or  officer,  or  are  directors  or  officers  of  such  other 
corporation,  and  any  director  or  directoss,  individually  or  jointly  may 
be  a  party  or  parties  to  or  may  be  interested  in  any  contract  or  trans- 
action of  this  Corporation  or  in  which  this  Corporation  is  interested; 
and  no  contract,  act  or  transaction  of  this  Corporation  with  any  person 
or  persons,  firm  or  association,  shall  be  affected  or  invalidated  by  the 
fact  that  any  director  or  directors  of  this  Corporation  is  a  party,  or 
are  parties  to,  or  interested  in,  such  contract,  act  or  transaction,  or 
in  any  way  connected  with  such  person  or  persons,  firm  or  association  and 
each  and  every  person  who  may  become  a  director  of  this  Corporation  is 
hereby  relieved  from  any  liability  that  might  otherwise  exist  from  con- 
tracting with  the  Corporation  for  the  benefit  of  himself  or  any  firm  or 
corporation  in  which  he  may  be  in  any  wise  interested. 

Article  Eleven 

Any  director  absent  from  a  meeting  may  be  represented  by  any  other 
director  or  shareholder,  who  may  cast  the  vote  of  the  absent  director 
according  to  the  written  instructions,  general  or  specific,  of  the  absent 
director. 

IN  WITNESS  WHEREOF,  the  subscribers  hereto  have  hereunto  set 
their  hands  and  seals,  and  pray  that  this  instrument  be  filed  and  recorded 
as  provided  by  law  to  the  end  that  these  incorporators,  their  successors 
and  assigns,  shall  constitute  a  body  corporate  under  the  name  hereinabove 
set  forth,  with  all  powers  hereinabove  specified  and  such  other  powers  to 
which  said  corporation  may  be  entitled  under  the  laws  of  Alabama,  this 
day  of  ,  1960. 

(Seal) 

(Seal) 

(Seal) 
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STATE  OF  ALABAMA 
COUNTY  OF  TUSCALOOSA 

I,  the  undersigned  Notary  Public  in  and  for  said  County  and  said 

State,  hereby  certify  that  ,  , 

and  ,  are  signed  to  the  foregoing  Certificate,  and 

who  are  known  to  me,  each  acknowledged  before  me  on  this,  the 

day  of ,  1960,  that  being  informed  of  the  con- 
tents of  said  Certificate,  they  executed  the  same  voluntarily  on  the  day 
the  same  bears  date. 

Given  under  my  hand  and  Notarial  Seal,  this,  the day  of 

,  1960. 


Notary  Public,  Tuscaloosa  County,  Alabama 
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Appendix  B 
PARTNERSHIP  AGREEMENT 

This  agreement  made  this  first  day  of  June,  1961,  at  Tuscaloosa, 
Alabama,  between  A,  B,  and  C,  all  of  Tuscaloosa,  Alabama. 

Witnesseth  that  the  parties  hereto  make  this  partnership  agreement 
on  the  following  terms  and  conditions,  viz: 

1.  Purpose 

The  purpose  of  the  business  shall  be  the  sale  of  hardware  and 
related  items. 

2.  Name 

The  firm  name  of  the  partnership  shall  be  the  Druid  City  Hardware 
Company. 

3.  Place  of  Business 

The  principal  place  of  business  of  the  partnership  shall  be  at  100 
Main  Street,  Tuscaloosa,  Alabama,  and  at  such  other  localities  as  the 
partners  shall  hereafter  determine. 

4.  Commencement  and  Termination 

The  partnership  shall  begin  on  the  first  day  of  July,  1961,  and  shall 
continue  until  dissolved  as  hereinafter  provided. 

5.  Capital  Contributions 

The  capital  of  this  partnership  shall  be  fifteen  thousand  dollars 
($15,000)  to  be  contributed  by  the  parties  hereto  in  equal  shares.  If  at 
any  time  or  times  hereafter  further  capital  be  required  for  carrying  on 
the  business,  and  the  partners  unanimously  determine  to  increase  the 
capital,  the  additional  capital  shall  be  advanced  by  the  partners  in 
equal  amounts.  Contributions  to  the  capital  of  the  partnership  shall 
not  bear  interest  in  favor  of  the  contributor,  but  interest  at  the  rate  of 
six  per  cent  shall  be  allowed  on  any  loan  made  by  a  partner  to  the 
partnership. 

6.  Management 

Each  of  the  partners  is  to  give  his  undivided  time  and  attention  to 
the  business,  and  is  to  use  his  utmost  endeavor  to  promote  the  interest 
of  the  firm.  The  partners  are  to  share  equally  in  the  management  of 
the  business,  each  partner  having  one  vote.  A  majority  of  the  partners 
shall  be  authorized  to  determine  all  questions  as  to  the  conduct  of 
partnership  business,  except  as  otherwise  specifically  provided  herein. 

7.  Profits  and  Losses 

Each  partner  shall  share  equally  in  all  profits  and  losses  that  may 
arise  out  of,  or  occur  in,  the  prosecution  of  partnership  business. 

8.  Income  Accounts  and  Withdrawals 

Individual  income  accounts  shall  be  kept  for  each  partner.  Salaries 
are  to  be  paid  to  the  partners  at  such  times  and  in  such  amounts  as  are 
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from  time  to  time  determined  by  the  partners.  However,  the  total  amount 
paid  to  a  partner  for  any  one  year  shall  not  exceed  his  share  of  the 
profits  of  the  partnership,  unless  authorized  as  a  withdrawal  of  capital 
by  unanimous  consent  of  the  partners,  and  in  case  of  such  excess  the 
partner  shall  repay  the  amount  of  the  excesses  at  the  end  of  the  year. 

9.  Deposits  and  Bankers 

The  bankers  of  the  firm  shall  be  the  City  National  Bank  in  Tusca- 
loosa, Alabama,  or  such  other  bankers  as  shall  from  time  to  time  be  agreed 
upon  by  the  partners,  and  all  moneys  and  credits  of  the  partnership  except 
moneys  required  for  current  expenses  shall  be  paid  into  and  deposited 
with  said  bankers.  All  accounts  shall  be  so  conditioned  that  no  checks 
shall  be  drawn  or  vouchers  issued  unless  signed  by  at  least  two  parties 
to  this  agreement. 

10.  Books  of  Account,  Inventories 

Books  of  account  shall  be  kept  by  the  partners,  as  herein  provided, 
and  entries  shall  be  made  therein  of  all  moneys,  goods,  effects,  debts, 
sales,  purchases,  receipts,  payments,  and  all  other  transactions  of  the 
partnership.  Such  books  of  account,  together  with  all  bonds,  notes,  bills, 
letters,  and  other  rights  belonging  to  the  partnership  shall  be  kept  where 
the  business  of  the  partnership  is  carried  on,  and  shall  be  at  all  times 
open  to  examination  of  all  partners. 

In  the  month  of  June  in  each  year,  a  full  and  complete  statement 
of  the  condition  of  the  partnership  shall  be  made,  and  an  accounting 
between  the  partners  shall  be  had,  and  the  profits  or  losses  of  the 
preceeding  year  shall  then  be  divided  and  paid  or  contributed.  The  fiscal 
year  shall  begin  on  the  first  day  of  July. 

1 1 .  Limitations  on  Powers  of  Partners 

No  partner  shall,  without  the  consent  of  the  others,  compromise  or 
release  debts  except  on  full  payment  thereof,  or  engage  in  any  unusual 
transaction,  or  make  any  contract  on  partnership  accounts  involving 
more  than  one  thousand  dollars;  or  use  the  firm's  name,  credit,  or 
property  for  other  than  partnership  purposes;  or  sign  or  endorse  nego- 
tiable paper,  or  become  surety  for  third  persons;  or  engage  in  any 
speculation;  or  knowingly  do  any  act  by  which  the  interests  of  the 
partnership  shall  be  imperiled  or  prejudiced. 

No  partner  shall  draw  any  check  against  a  partnership  account, 
unless  the  same  has  been  countersigned  by  one  other  partner. 

12.  Partnership  Debts 

The  cost  of  repairs  and  alterations,  and  all  rates,  taxes,  payments 
for  insurance,  and  other  outgoings  whatsoever  in  respect  to  partnership 
property;  and  the  wages  of  all  persons  employed  in  the  business;  and  all 
other  moneys  to  become  payable  upon  the  account  of  the  business,  and 
all  losses  which  shall  happen  to  the  same,  shall  be  paid  out  of  the  capital 
of  the  partnership  and  the  profits  arising  therefrom,  or  if,  and  only  if, 
the  same  shall  be  deficient,  by  the  partners  in  equal  shares. 

Debts  and  other  obligations  incurred  by  a  partner  privately,  or 
outside  the  scope  of  his  authority,  or  contrary  to  the  provisions  of  this 
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agreement  shall  be  paid  by  such  partner.  If  the  partnership  is  held  liable 
on  such  debts  or  obligations,  the  incurring  partner  shall  repay  such 
amount,  and  to  this  end  each  party  to  this  agreement  herewith 
authorizes  the  remaining  partners  to  use  any  interest  in  the  partnership 
or  payment  from  the  partnership  which  may  be  due  him  toward  the 
satisfaction  of  such  debt. 

13.  Voluntary  Retirement 

Any  partner  may  retire  from  the  partnership  after  giving  the  other 
partners  sixty  days'  notice  of  his  intention  to  do  so.  The  value  of  the 
retiring  partner's  interest  shall  be  determined  as  hereinafter  provided. 

14.  Dissolution  and  Rights  of  Survivors 

The  retirement,  death,  or  insanity  of  any  partner,  or  the  transfer 
to  a  person,  not  a  partner,  of  the  interest  of  any  partner  in  the  partner- 
ship property,  shall  work  an  immediate  dissolution  of  the  partnership. 

If  any  partner  shall  be  adjudicated  a  bankrupt  or  insolvent,  or  shall 
take  proceedings  for  liquidation  by  arrangement  or  composition,  or  com- 
pound with  his  own  creditors,  or  do  anything  contrary  to  the  provisions 
herein  contained,  the  remaining  partners  may  terminate  the  partnership 
by  giving  written  notice  to  such  partner. 

In  case  of  termination  of  this  partnership  from  whatever  cause, 
subject  to  the  rights  of  surviving  partners  hereinafter  provided,  the 
parties  hereto  agree  that  they  will  make  a  true,  just  and  final  accounting 
of  all  things  relating  to  the  business,  and  in  all  things  duly  adjust  the 
same.  An  inventory  shall  be  made  with  all  due  haste,  and  a  full  and 
complete  statement  of  the  condition  of  the  partnership  prepared.  The 
assets  shall  be  immediately  liquidated  and  the  proceeds  applied  to 
partnership  debts.  After  such  debts  are  satisfied,  the  remaining  assets  are 
to  be  divided  equally  among  the  partners;  subject,  however,  to  the 
following  provisions.  Any  salary  due  to  a  partner  or  any  debt  or  other 
obligation  owed  a  partner  by  the  partnership  shall  be  paid  to  such 
partner  before  a  division  is  made.  If  there  appear  any  capital  deficiency, 
the  sum  to  be  paid  the  partner  in  whose  account  the  deficiency  appears 
shall  be  reduced  by  such  amount  as  will  make  up  the  deficit.  If  the 
amount  to  be  paid  such  partner  is  insufficient  for  this  purpose,  then  he 
shall  pay  in  such  amount  as  is  necessary  to  do  so. 

However,  on  the  dissolution  of  the  partnership  by  reason  of  death, 
withdrawal,  or  other  act  of  any  partner,  the  remaining  partners  may  if, 
and  only  if,  both  so  desire,  have  the  right  to  purchase  the  interest  of 
such  partner  in  the  business,  assets,  and  good  will,  by  paying  in  cash 
within  sixty  days  after  his  death  or  retirement  the  value  of  such  interest 
on  the  books  of  the  partnership  as  of  day  of  the  death  or  retirement,  the 
retiring  partner  or  representative  of  the  deceased  partners  having  the 
right  of  free  access  to  and  inspection  of  such  books.  Upon  payment  being 
made,  the  retiring  partner  or  the  representative  of  the  deceased  partner 
shall  execute  and  deliver  to  the  remaining  partners  all  necessary  con- 
veyances of  such  interest.  The  continuing  members  shall  assume  all 
the  existing  firm  obligations,  and  hold  the  sellers  harmless  from  all 
liability  thereon.  The  continuing  partners  may  use  the  former  firm  name. 
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15.  Annual  Audit 

There  shall  be  an  annual  audit  made  by  a  Certified  Public 
Accountant. 

16.  Amendment 

If  at  any  time  during  the  continuance  of  this  partnership,  the  parties 
shall  deem  it  necessary  to  make  any  alteration  in  any  matter  herein 
contained,  for  the  more  advantageous  or  satisfactory  management  of 
partnership  business,  it  shall  be  lawful  for  them  to  do  so  by  any  writing 
under  their  joint  hands  endorsed  on  these  articles,  and  all  such  alterations 
shall  be  adhered  to  and  have  the  same  effect  as  if  same  had  been  originally 
embodied  herein. 

In  witness  whereof,  we  have  hereunto  set  our  hands  and  seals,  the 
day  and  year  first  above  written. 

(LA) 

A 

(LA) 


B 

(LA) 


Witnesseth: 
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GLOSSARY 

Acknowledgement:  The  act  by  which  a  party  who  has  executed  a  legal 
document  goes  before  a  competent  officer  or  court  and  declares 
the  same  to  be  his  genuine  and  voluntary  act  and  document. 

Authorized  Shares:  The  shares  of  all  classes  which  a  corporation  is 
authorized  to  issue. 

Basis:  The  foundation— the  dollar  value— on  which  tax  is  computed. 

Capital  surplus:  The  entire  surplus  of  a  corporation  other  than  its 
earned  surplus. 

Consolidation:  The  uniting  of  two  or  more  existing  corporations  to 
form  a  new  corporation.  The  individual  identities  of  all  the 
consolidating  corporations  are  lost,  and  the  business  is  carried 
on  by  the  newly  formed  corporation. 

Cumulative  voting:  A  form  of  voting  for  directors  of  a  corporation  where- 
by each  shareholder  is  entitled  to  a  total  number  of  votes  equal  to 
the  number  of  shares  held  multiplied  by  the  number  of  directors  to 
be  elected.  All  or  any  part  of  the  total  may  be  cast  for  a  single 
director.  This  is  a  device  intended  to  help  insure  representation 
on  the  board  of  directors  for  a  sufficiently  large  minority. 

Earned  surplus:  The  portion  of  the  surplus  of  a  corporation  equal  to 
the  balance  of  its  net  profits,  income,  gains,  and  losses  from  the 
date  of  incorporation,  or  from  the  latest  date  when  a  deficit  was 
eliminated  by  an  application  of  its  capital  surplus  or  stated 
capital  or  otherwise.  After  deducting  subsequent  distributions  to 
stockholders  and  transfers  to  stated  capital  and  capital  surplus  to 
the  extent  such  distributions  and  transfers  are  made  out  of  earned 
surplus. 

Exemption:  A  right  given  by  law  to  a  debtor  to  retain  a  portion  of  his 
property  as  against  creditors;  the  freedom  of  property  of  debtors 
from  liability  to  seizure  and  sale  under  legal  process  for  the  pay- 
ment of  debts. 

Insolvency:  1.  (As  generally  used)  The  inability  to  pay  debts  as  they 
mature.  2.  (In  bankruptcy  law)  Liabilities  in  excess  a  fair  valua- 
tion of  assets. 

Gross  Income:  All  income  from  whatever  source  derived. 

Merger:  The  absorbing  by  an  existing  corporation  of  one  or  more  other 
existing  corporations.  The  identity  of  the  absorbing  corporation 
is  preserved,  and  it  carries  on  the  combined  business. 
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Occupation  license:  A  license  required  for  the  prosecution  of  a  business, 
trade,  or  profession. 

Pre-emptive  right:  The  right  of  a  shareholder  to  subscribe  to  newly 
authorized  issues  of  stock  in  proportion  to  his  holding  before  such 
stock  is  offered  to  the  public. 

Shares:  The  units  which  the  proprietary  interests  in  a  corporation  are 
divided. 

Stockholder  or  Shareholders:  One  who  is  a  holder  of  record  of  shares  in  a 
corporation. 

Surplus:  The  excess  of  the  net  assets  of  a  corporation  over  its  stated 
capital. 

Tort:  A  private  or  civil  wrong  or  injury. 

Treasury  shares:  Shares  of  a  corporation  which  have  been  issued,  have 
been  subsequently  acquired  by  and  belong  to  the  corporation,  and 
have  not  been  cancelled  or  restored  to  the  status  of  authorized  but 
unissued  shares. 

Waiver:  The  giving  up  or  relinquishment  of  a  legal  right. 
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